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The  Honorable  the  Speaker  of  the  House  of  Representatives. 
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members  of  the  Cabinet  and  heads  of  independent  agencies. 

Together  with  this  Report,  I  am  transmitting  the  Annual  Repiort  of  tht 
Council  of  Economic  Advisers,  which  was  prepared  in  accordance  with 
Section  4(c)(2)  of  the  Employment  Act  of  1946. 

Respectfully, 
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ECONOMIC  REPORT 
OF  THE  PRESIDENT 


I 


To  the  Coniiress  of  the  Tnited  States: 

I  report  to  you  under  the  provisions  of  the  Employment  Act  of  1946  at 
a  time  w  hen 

—  the  economy  has  regained  its  momentum; 

— the  economy  is  responding  to  the  Federal  Government’s  efforts, 
under  the  Act,  “to  promote  maximum  employment,  production, 
and  purchasing  power;” 

— the  economy  is  again  moving  toward  the  central  objective  of  the 
Act — to  afford  “useful  employment  opportunities,  including 
self-employment,  for  those  able,  willing,  and  seeking  to  work.” 

My  first  Economic  Report  is  an  appropriate  occasion  to  re-emphasize 
my  dedication  to  the  principles  of  the  Employment  .Act.  .As  a  dec¬ 
laration  of  national  purpose  and  as  a  recognition  of  Federal  responsi¬ 
bility,  the  .Act  has  few  parallels  in  the  Nation's  history.  In  passing  the 
Act  by  heavy  bipartisan  majorities,  the  Gongress  registered  the  con¬ 
sensus  of  the  .American  people  that  this  Nation  will  not  countenance  the 
suffering,  frustration,  and  injustice  of  unemployment,  or  let  the  vast 
fxitential  of  the  world's  leading  economy  run  to  waste  in  idle  manpower, 
silent  machinery,  and  empty  plants. 

1  he  framers  of  the  Employment  .Act  were  w  ise  to  choose  the  promo,- 
tion  of  “maximum  employment,  production,  and  purchasing  power” 
as  the  keystone  of  national  economic  jxilicy.  I’hey  were  confident  that 
these  objectives  can  be  effectively  promotecf'"''HJ.,a  manner  calculated  to 
fo.ster  and  promote  free  competitive  enterprise  and  thir-general  welfare.” 

I  hey  knew  that  our  pursuit  of  maximum  employment  and- production 
would  be  tempered  w  ith  compassion,  with  justice,  and  with  a  conc'cr.ii  for 
the  future.  But  they  knew  also  that  the  other  standards  we  set  for  our., 
economy  arc  easier  to  meet  when  it  is  operating  at  capacity.  .A  full 
employment  economy  provides  opportunities  for  useful  and  satisfying 
work.  It  rewards  enterprise  with  profit.  It  generates  saving  for  the 
future  and  transforms  it  into  productive  investment.  It  opiens  doors  for 
the  unskilled  and  underprivileged  and  closes  them  against  want  and 
frustration.  7'he  conquest  of  unemployment  is  not  the  sole  end  of 
economic  policy,  but  it  Ls  surely  an  indispensable  beginning. 

I'he  record  of  the  economy  since  1946  is  a  va.st  improvement  over 
the  prolonged  ma.ss  unemployment  of  the  1930’s.  The  Employment 
Act  itself  deserves  no  small  part  of  the  credit.  Under  the  mandate  and 
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procedures  of  the  Act,  both  Ckuigress  and  the  Executive  have  kept  the 
health  of  the  national  economy  and  the  economic  policies  of  the  Govern¬ 
ment  under  constant  review.  And  the  national  commitment  to  hip;h 
employment  has  enabled  business  firms  and  consumers  to  act  and  to 
plan  without  fear  of  another  great  depression. 

Though  the  postwar  record  is  free  of  major  depre-ssion,  it  is  marred 
by  four  recessions.  In  the  past  fifteen  years,  the  economy  has  spent  a 
total  of  seven  years  regaining  previous  peaks  of  industrial  production. 
In  two  months  out  of  three,  4  percent  or  more  of  those  able,  willing, 
and  seeking  to  work  ha\  e  been  unable  to  find  jobs.  We  must  do  better 
in  the  196(Ts. 

To  combat  future  recessions — to  keep  them  short  and  shallow  if  they 
occur — I  urge  adoption  of  a  three-part  program  for  sustained  pros¬ 
perity,  which  will  ( 1  )  provide  stand-bv  power,  subject  to  congressional 
\eto,  for  temporary  income  tax  reductions,  (2)  set  up  a  stand-by  pro¬ 
gram  of  public  capital  impro\ ements,  and  (3)  strengthen  the  unem¬ 
ployment  insurance  system. 

These  three  measures  will  enable  the  (iovernment  to  counter  swings  in 
business  activity  more  promptly  and  more  powerfully  than  ever  before. 
They  will  give  new  and  concrete  meaning  to  the  declaration  of  policy 
made  in  the  Employment  .Xct.  They  will  constitute  the  greatest  step 
forward  in  public  policy  for  economic  stabilitv  since  the  .Act  itself. 

.As  the  Employment  .Act  prescribes,  I  shall  in  this  Report  review 
“economic  conditions”  in  the  United  States  in  1961  and  “current  and 
fore.seeable  economic  trends  in  the  levels  of  employment,  production, 
and  purchasing  power;”  set  forth  “the  levels  of  employment,  production, 
and  purcha.sing  power  obtaining  in  the  United  States  and  such  levels 
needed  to  carry  out  the  policy”  of  the  .Act;  and  piresent  my  economic 
program  and  legislative  recommendations  for  1962. 

Proc;ress  in  1961 

Last  January  the  economy  was  in  the  grip  of  recession.  Nearly 
7  percent  of  the  labor  force  was  unemployed.  .Almost  one-fifth  of  man¬ 
ufacturing  capacity  lay  idle.  .Actual  output  was  running  $.')()  billion 
(annual  rate)  short  of  the  economy's  great  potential.  These  hgures 
reflected  not  only  the  setback  of  1960-  61  but  the  incomplete  recovery 
from  the  recession  of  19.57-58.  The  task  before  us  was  to  recover  not 
from  one  but  from  two  recessions. 
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At  the  same  time,  gold  was  leaving  the  country  at  a  rate  of  more 
than  $300  million  a  month.  In  the  three  previous  years,  the  Nation  had 
run  a  total  deficit  of  $10  billion  in  its  basic  international  accounts. 
3'hcse  large  and  fX’rsistent  deficits  had  weakened  confidence  in  the  dollar. 

In  my  message  to  the  (longress  on  February  2,  I  stated  that  thiN 
.Xdmini.stration's  “realistic  aims  for  1901  are  to  reverse  the  down¬ 
trend  in  our  economy,  to  narrow  the  gap  of  unused  potential,  to  abate 
the  waste  and  misery  of  unemployment,  and  at  the  same  time  to  main¬ 
tain  reasonable  stability  of  the  price  level.’"  In  a  message  on  the  balance 
of  payments  on  February  0,  I  added  a  fifth  aim,  to  restore  confidence 
in  the  dollar  and  to  reduce  the  deficit  in  international  payments. 

These  five  aims  for  1961  have  been  achie\ed: 

(1)  The  downtrend  was  reversed.  (Jross  national  product  (GXP) 
grew  from  $501  billion  (annual  rate)  in  the  first  quarter  to  a  record 
rate  of  $542  billion  in  the  last  quarter.  In  July,  industrial  production 
regained  its  previous  peak,  and  by  the  end  of  the  year  it  showed  a  total 
rise  of  1 3  percent. 

(2)  These  gains  brought  into  productive  use  nearly  half  the  plant 
( apacity  which  was  idle  at  the  beginning  of  the  year.  Fhe  growth  of 
(JNP  narrowed  the  over-all  gap  of  unused  potential  from  an  estimated 
1 0  percent  to  5  percent. 

(3)  Unemployment  dropped  from  6.8  to  6.1  percent  of  the  labor 
force.  I’he  number  of  areas  of  substantial  labor  surplus  declined  from 
101  in  March  to  60  in  December. 

(4)  Price  .stability  has  been  maintained  during  the  recovery.  .Since 
February,  wholesale  prices  have  fallen  slightly,  and  consumer  prices 
have  risen  only  one-half  of  1  percent. 

(5)  Gonfidence  in  the  dollar  has  been  restored.  Our  gold  losses  were 
cut  from  $1.7  billion  in  1960  to  less  than  $0.9  billion  in  1961.  The 
deficit  in  1961  in  our  basic  international  transactions  was  about  one- 
third  as  large  as  in  1960. 

The  “Program  To  Restore  .Momentum  to  the  .\merican  Kconomy” 
which  I  proposed  to  the  Gongress  on  February  2  re.sulted  in  prompt 
legislation  to 

— extend  unemployment  in.surance  benefits  on  a  temporary  basis; 
— make  Federal  aid  available,  through  the  States,  to  dependent 
children  of  the  unemployed ; 

— liberalize  social  security  benefits; 

— promote  homebuilding  under  the  Housing  .\ct  of  1961 ; 

— raise  the  minimum  wage  and  extend  it  to  more  workers; 
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— provide  Federal  aid  under  the  ^Area  Redevelopment  Act,  to 
revitalize  the  economies  of  ;j/»^‘as  with  lare^e  and  persistent 
unemployment.  / 

Prompt  executive  action  vvasjKiken  to  accelerate  Federal  purchases 
and  procurement,  highway  distributions,  tax  refunds,  and  veterans' 
life  insurance  dividends,  ^^^he  .Administration  raised  farm  price  sup¬ 
ports,  expanded  the  food  distribution  program,  and  established  eight 
pilot  food  stamp  programs. 

Monetary  and  credit  policies  responded  to  the  dual  demands  of  eco¬ 
nomic  recoven  and  the  balance  of  payments.  On  the  one  hand,  the 
Federal  Resene  System  maintained  general  monetary  ease;  Federal 
Resene  open  market  operations,  complemented  bv  Treasury  manage¬ 
ment  of  the  public  debt  and  of  government  inve.stment  account.s,  a.s- 
sured  an  ample  supply  of  credit  which  ser\ed  to  counter  upward 
pressures  on  long-term  interest  rates;  reduction  of  F'HA  ceiling  rates, 
supported  by  FXM.A  mortgage  purchases,  eased  mortgage  credit  and 
.stimulated  homebuilding;  and  the  Small  Business  Adrnini.stration  made 
its  credit  more  widely  available  at  lower  cost.  On  the  other  hand,  Ixith 
monetary  and  debt  management  policies  countered  downward  pressures 
on  short-term  rates,  with  a  view  to  checking  the  outflow  of  funds  to 
money  markets  abroad. 

The  Federal  Budget  played  its  proper  role  as  a  powerful  in.strument 
for  promoting  economic  recovery.  I'he  mea.sures  to  relieve  distress  and 
restore  economic  momentum  expanded  purcha.sing  power  early  in  the 
vear.  Subsequently,  major  increases  in  expenditure  for  national  secu¬ 
rity  and  space  programs  became  necessary.  In  a  fully  employed  econ- 
omv,  these  increases  would  have  required  new  tax  revenues  to  match. 
But  I  did  not  recommend  tax  increases  at  this  point  because  they  would 
have  cut  into  private  purcha.sing  power  and  retarded  recovery. 

The  increase  of  GNP — $41  billion  f  annual  rate)  from  the  first  to  the 
fourth  quarter- -reflected  increased  purcha.ses  of  goods  and  services  by 
consumers,  business,  and  governments : 

Consumers  accounted  for  nearly  half.  .As  household  incomes  rose, 
consumer  expenditure  expanded  by  $  1 8  billion. 

— Residential  construction  and  business  expenditures  for  fixed  invest¬ 
ment  responded  promptly  to  the  recovery  and  to  favorable  credit 
conditions.  By  the  end  of  the  year,  they  had  .risen  by  $8  billion. 

— Business  stopped  liquidating  inventories  and  started  rebuilding  them. 
This  shift,  which  occurred  early  in  the  year  and  helped  get  recovery 
off  to  a  flying  start,  added  $8  billion  to  the  demand  for  goods  and 
senj^es  by  the  fourth  quarter. 
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Federal,  State,  and  local  government  purchases  rose  by  $8  billion. 
.Although  exports  were  somewhat  higher  in  the  fourth  quarter  than 
in  the  first,  the  rise  in  imports  in  response  to  recovery  lowered  net 
exports  by  $1  billion. 

Labor,  business,  and  farm  incomes  rose  as  the  economy  recovered. 
Wages  and  salaries  increased  by  $19  billion  (annual  rate)  from  the 
first  quarter  to  the  fourth.  (Corporate  profits  after  taxes  recovered 
sharply,  receiving  about  15  percent  of  the  gains  in  GNP.  With  the 
help  of  new  programs,  farm  operators’  net  income  from  farming  in¬ 
creased  from  $12  billion  in  1960  to  $13  billion  in  1961,  and  net  income 
per  farm  rose  by  $350.  Lhe  after-tax  incomes  of  American  consumers 
increased  by  $21  billion,  or  $92  per  capita,  during  the  year.  Since  con¬ 
sumer  prices  rose  by  only  one-half  of  1  percent,  these  gains  in  income 
were  almost  entirely  gains  in  real  purchasing  power. 

One  million  jobs  were  added  by  nonagricultural  establishments  dur¬ 
ing  the  expansion.  But  employment  did  not  keep  pace  with  production 
and  income.  Productivity  rose  rapidly  as  capacity  was  more  fully  and 
efficiently  utilized.  .And  more  workers  on  part-time  jobs  were  able  to 
work  full  time. 

I'he  record  of  1961  demonstrated  again  the  resiliency  of  the  U.S. 
economy  with  well-timed  support  from  government  policy.  Business 
responded  to  the  expansion  of  purchasing  power  by  producing  more 
goods  and  services,  not  by  raising  prices.  Indeed,  the  record  of  price 
stability  in  three  quarters  of  expansion  was  better  than  in  the  three  pre¬ 
ceding  quarters  of  recession.  I’he  rates  of  advance  of  production  and 
income  compared  favorably  with  the  two  preceding  periods  of  expan¬ 
sion.  Production  grew  rapidly  without  straining  capacity  or  encoun¬ 
tering  bottlenecks. 

.As  1961  ended,  actual  output  was  still  $25  to  $30  billion  short  of 
potential,  and  unemployment  was  far  too  high.  But  much  of  the 
industrial  manpower,  machinery,  and  plant  that  lay  idle  a  year  ago 
had  been  drawn  back  into  productive  use.  .And  the  momentum  of  the 
1961  recovery^  should  carry  the  economy  further  toward  full  employment 
and  full  production  in  1962. 


Go.als  of  Economic  Policy 

Though  we  may  take  satisfaction  with  our  progress  to  date,  we  dare 
not  rest  content.  The  unfinished  business  of  economic  policy  includes 
( 1 )  the  achievement  of  full  employment  and  sustained  prosperity  with¬ 
out  inflation,  (2)  the  acceleration  of  economic  growth,  (3)  the  extension 
of  equality  of  opportunity,  and  (4)  the  restoration  of  balance  of  pay- 
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ments  oquilibriuni.  Kcoiioniic  policy  thus  confronts  a  demanding 
assignment,  but  one  which  can  and  will  be  met  within  the  framework  of 
a  free  economy. 

Our  Goal  of  Full  and  Sustained  Frospertty  Without  Inflation 

Recovery  has  carried  the  economy  only  part  of  the  way  to  the  goal 
of  “maximum  pnKluction,  employment,  and  {)ur(  hasing  power.”  1  he 
standing  challenge  of  the  Kmployment  .Act  is  not  merely  to  do  better, 
but  to  do  our  best  the  “maximum.”  .Attainment  of  that  maximum 
in  19b3  would  mean  a  (iNP  of  approximateh  $b()()  billion,  wages  and 
salaries  of  over  $320  billion,  and  corporate  profits  of  as  much  as  $00 
billioti,  all  in  19bl  prices,  d’he  material  gains  are  themselves  staggering, 
but  they  are  less  important  than  the  new  sense  of  purpose  and  the  new 
opportunities  for  impro\ement  of  .American  life  that  could  be  realized 
by  “maximum"  use  of  the  productive  capacity  now  lying  idle  and  the 
capacity  yet  to  be  created. 

Involuntarv  unemployment  is  the  most  dramatic  sign  and  dishearten¬ 
ing  consequence  of  underutilization  of  productive  capacity.  It  trans¬ 
lates  into  human  terms  what  may  otherwise  seem  merely  an  abstract 
Statistic.  We  cannot  afford  to  settle  for  any  prescribed  le\el  of  unem¬ 
ployment.  But  for  working  purposes  we  \iew  a  4  percent  unemploy¬ 
ment  rate  as  a  temporary  target.  It  can  be  achieved  in  11*63,  if 
appropriate  fiscal,  monetary,  and  other  policies  are  used.  I’he  ac  hieva- 
ble  rate  can  be  lowered  still  further  b\  efTecti\e  policies  to  help  the 
labor  force  acquire  the  skills  and  mobility  appropriate  to  a  changing 
economy.  We  must  also  continue  the  cooperative  effort,  begun  with 
the  Area  Redevelopment  .Act  of  1961,  to  bring  industry  to  depre.s.sed 
areas  and  jobs  to  displaced  workers.  L'ltimately,  we  must  reduce 
unemployment  to  the  minimum  compatible  with  the  functioning  of 
a  free  economy  . 

We  must  seek  full  reco\ery  without  endangering  the  price  stability 
of  the  last  4  years.  4'he  experience  of  the  past  year  has  shown  that 
expansion  without  inflation  is  pnissible.  With  cooperation  from  labor 
and  management,  I  am  confident  that  we  can  go  on  to  write  a  record 
of  full  employment  without  inflation. 

4'he  task  of  economic  stabilization  does  not  end  with  the  achievement 
of  full  recovery.  I'here  remains  the  problem  of  keeping  the  economy 
from  straying  too  far  above  or  below  the  path  of  steady  high  employ¬ 
ment.  One  way  lies  inflation,  and  the  other  way  lies  recession.  Flexi¬ 
ble  and  vigilant  fiscal  and  monetary  policies  will  allow  us  to  hold  the 
narrow  middle  course. 
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Our  Coal  of  Economic  Orowth 

While  we  move  toward  full  and  sustained  use  of  today’s  productive 

capacity,  we  must  expand  our  potential  for  tomorrow.  Our  postwar 

economic  growth  though  a  step  ahead  of  our  record  for  the  last  half- 

century  has  been  slowing  down.  We  have  not  in  recent  years  main¬ 

tained  the  4  to  4'/j  percent  growth  rate  which  characterized  the  early 
postwar  pc'riod.  We  should  not  settle  for  less  than  the  achievement  of 
a  long-term  growth  rate  matching  the  early  postwar  record.  Increasing 
our  growth  rate  to  4/2  percent  a  year  lies  within  the  range  of  our  capa¬ 
bilities  during  the  l?)b()'s.  It  will  lay  the  groundwork  for  meeting  both 
our  domestic  nec'ds  and  our  world  responsibilities. 

In  November  of  last  year  we  joined  with  our  19  fellow  members  of 
the  Organization  for  Kconomic  Cooperation  and  Development  in  set¬ 
ting  a  common  target  for  economic  grow  th.  Together  we  plc'dged  our¬ 
selves  to  adopt  national  and  international  policies  aimed  at  increasing 
the  combinc'cl  output  of  the  Atlantic  (lomnumity  by  fiO  percent  bc'tween 
19b0  and  1970.  I'he  nations  of  the  West  are  encouraged  and  enlivened 
by  .America's  determination  to  make  its  full  contribution  to  this  joint 
effort. 

W  e  can  do  our  share.  In  the  mid-19b0's,  the  children  Ix)rn  in  1943 
and  after  will  be  arriving  at  working  age.  The  resulting  rapid  growth 
in  our  labor  force  offers  us  an  opportunity,  not  a  burden  pren  ided  that 
we  deliver  not  only  the  jobs  but  also  the  researc  h,  the  training,  and  the 
capital  invc'stment  to  endow  our  new  workers  with  high  and  rising  pro¬ 
ductivity  its  they  enter  economic  life. 

Our  Coal  of  Equal  Opportunity 

Increasingly  in  our  lifetime,  .American  prosperity  has  been  widely 
shared  and  it  must  continue  so.  I’he  spread  of  primary,  secondar)-,  and 
higher  education,  the  wider  availability  of  medical  .serx  ices,  and  the  im¬ 
proved  postwar  performance  of  our  c*conomy  have  bettered  the  economic 
status  of  the  p(K)rest  families  and  individuals. 

But  prosperity  has  not  wiped  out  poxerty.  In  1960,  7  million  families 
and  individuals  had  personal  incomes  lower  than  $2,0(K).  In  part,  our 
failure  to  overcome  poverty  is  a  consc'quence  of  our  failure  to  operate 
the  economy  at  potential.  4’he  incidence  of  unemployment  is  always 
uneven,  and  increa.ses  in  unemployment  tend  to  inflict  the  greatest  in¬ 
come  loss  on  those  least  able  to  afford  it.  But  there  is  a  claim  on  our 
conscience  from  others,  whose  povertx  is  barely  touched  by  cyclical 
improvements  in  general  economic  activitv.  To  an  increasing  extent. 


9 


the  p>oorest  families  in  America  arc  those  headed  by  women,  the  elderlv, 
nonwhites,  migratory  workers,  and  the  physically  or  mentally  handi¬ 
capped — people  who  are  shortchanged  even  in  time  of  prosperity. 

Last  year’s  increase  in  the  minimum  wage  is  evidence  of  our  concern 
for  the  welfare  of  our  low-income  fellow  citizens.  Other  legi.slative 
propo.sals  now  pending  will  be  particularly  effective  in  improving  the 
lot  of  the  least  fortunate.  d'hc.sc  include  ( 1  )  health  insurance  for  the 
aged,  financed  through  the  .social  .security  system,  (2)  Federal  aid  for 
training  and  retraining  our  unemployed  and  underemployed  workers, 
(3)  the  permanent  strengthening  of  our  unemployment  compen.sation 
system,  and  (4)  substantial  revision  in  our  public  welfare  and  assistance 
program,  stre.ssing  rehabilitation  services  which  help  to  restore  families 
to  independence. 

Public  education  has  been  the  great  bulwark  of  equality  of  oppor¬ 
tunity  in  our  democracy  for  more  than  a  century.  Our  schools  have 
been  a  major  means  of  preventing  early  handicaps  from  hardening 
into  permanent  ignorance  and  poverty  .  There  can  be  no  better  invest¬ 
ment  in  equity  and  democracy — and  no  better  instrument  for  economic 
growth.  For  this  reason,  I  urge  action  by  the  Oongress  to  provide 
Federal  aid  for  more  adequate  public  school  facilities,  higher  teachers' 
salarie.s,  and  better  quality  in  education.  1  urge  early  completion  of 
congressional  action  on  the  bill  to  authorize  loans  for  construction 
of  college  academic  facilities  and  to  provide  scholarships  for  able  stu¬ 
dents  who  need  help.  The  talent  of  our  youth  is  a  resource  which 
must  not  be  wasted. 

Finally,  I  shall  soon  propose  to  the  Clongress  an  intensive  program 
to  reduce  adult  illiteracy,  a  handicap  which  too  many  of  our  fellow 
citizens  suffer  because  of  inadequate  educational  opportunities  in  the 
past. 

Our  Goal  of  Basic  Balance  in  International  Payments 

Persistent  international  payments  deficits  and  gold  outflows  have  made 
the  balance  of  payments  a  critical  problem  of  economic  policy.  We  must 
attain  a  balance  in  our  international  transactions  which  permits  us  to 
meet  heavy  obligations  abroad  for  the  .security  and  development  of  the 
free  world,  without  continued  depletion  of  our  gold  reserv  es  or  excessive 
accumulation  of  short-term  dollar  liabilities  to  foreigners.  Simultane¬ 
ously,  we  must  continue  to  reduce  barriers  to  international  trade  and 
to  increa.se  the  flow  of  resources  from  developed  to  developing  countries. 
To  increase  our  exports  is  a  task  of  highest  priority,  and  one  which  gives 
heightened  significance  to  the  maintenance  of  price  stability  and  the 
rapid  increase  of  productivity  at  home. 
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Poi.ICIKS  FOR  1962 


Prospects  for  1962 

I’hc  Nation  will  make  further  economic  progress  in  1962.  Broad 
advances  are  in  prospect  for  the  private  economy.  The  gains  already 
achieved  have  set  the  stage  for  further  new  records  in  output,  employ¬ 
ment,  personal  income,  and  profits.  Rising  household  incomes  brighten 
the  outl(K)k  for  further  increases  in  consumer  buying,  particularly  of 
durable  gcxids.  Business  firms  will  need  larger  inventories  to  support 
higher  sales,  and  improved  profits  and  expanded  markets  will  lead 
to  rising  capital  outlays,  fhe  outlays  of  Federal,  State,  and  local  gov¬ 
ernments  will  continue  to  increase  as  we  work  for  peace  and  progress. 

In  the  first  half  of  1962,  we  may  therefore  expect  vigorous  expansion 
in  production  and  incomes,  with  (iNP  increasing  to  a  range  of  $565-570 
billion  in  the  .second  quarter,  employment  continuing  to  rise,  and  the 
unemployment  rate  falling  further. 

In  the  second  half  of  1962,  business  investment  in  plant  and  equipment 
should  pick  up  speed  and  help  maintain  the  momentum  of  progress 
toward  full  employment — and  toward  future  economic  growth.  Rising 
output  should  push  factory  operating  rates  closer  to  capacity  and  raise 
prohts  still  further  above  previous  records.  To  these  incentives  for 
capital  expenditures  will  be  added  Treasury  liberalization  of  deprecia¬ 
tion  guidelines  and,  if  the  Clongress  acts  favorably,  the  8  percent  tax 
credit  for  machinery  and  equipment  outlay  s. 

For  1962  as  a  whole,  GNP  is  expected  to  ri.se  approximately  $50 
billion  above  the  $521  billion  level  of  1961.  This  would  be  another 
giant  stride  toward  a  fully  employed  economy.  The  record  of  past 
recoveries  and  of  the  I’.S.  economy's  enormous  and  growing  potential 
indicates  that  this  is  a  gain  we  can  achieve.  In  the  perspective  of  our 
commitments  both  to  our  own  expanding  population  and  to  the  world, 
it  is  a  gain  we  need  to  achieve. 

Budgetary  Policy 

Prosperity  shrinks  budgetary  deficits,  as  recessions  create  them. 
Budget  revenues  are  expected  to  rise  1.3  percent  between  the  fiscal 
years  1962  and  1963;  revenues  rose  14  5/2  percent  between  1959  and 
1960  in  the  previous  upswing.  .Such  sensitivity  of  budget  revenues  to 
business  activity  is  desirable  because  it  moderates  swings  in  private 
purchasing  power. 

I  have  submitted  to  the  Congress  a  Budget  which  w  ill  balance  in  fiscal 
196.3  as  prosperity  generates  sharply  rising  tax  revenues.  The  Budget 

1 1 


621876  0-62-2 


is  appropriately  paced  to  the  expected  rate  of  economic  expansion.  It 
will  give  le.ss  .stimulus  to  business  acti\  ity  as  private  demand  for  goods  and 
services  grows  stronger  and  shoulders  more  of  the  responsibility  for  con¬ 
tinued  gains.  But  the  shift  will  be  moderate  and  gradual.  We  have 
learned  from  the  disappointing  19.’i9-6()  experience  that  an  abrupt  and 
excessively  large  swing  in  the  Budget  can  drain  the  vigor  from  the  private 
economy  and  halt  its  progress,  especially  if  a  restrictive  monetary  policy 
is  followed  simultaneously.  I’his  will  not  be  refx'ated.  Budget  out¬ 
lays  will  rise  by  $3^0  billion  from  fistal  1962  to  fiscal  1963,  whereas 
they  fell  by  more  than  that  amount  from  fiscal  to  fiscal  1960. 

I’he  1963  Budget  starts  from  a  much  smaller  defic  it  and  will  move 
to  a  moderate  surplus  as  the  recovery  strengthens. 

With  support  from  increased  government  expenditures  and  other 
government  policies,  the  momentum  of  the  recovers'  is  expected  to  raise 
ONP  to  $570  billion  for  1962  as  a  whole.  Prompt  enactment  of  the 
proposed  tax  credit  for  investment  would  give  the  economy  further 
strength.  Economic  expansion  at  the  expected  pace  will  yield  $93.0 
billion  in  Budget  res  enues  in  fiscal  1963  to  ccncr  $92.5  billion  in  Budget 
expenditures.  If  private  demands  for  goods  and  sers  ices  should  prove 
to  be  weaker  in  1962  than  now  anticipated,  le.ss  private  purchasing  power 
will  flow  into  taxes,  and  Budget  revenues  will  fall  short  of  the  $93.0 
billion  figure.  If  private  demands  are  stronger,  tax  receipts  will  rise 
further  and  Budget  revenues  will  exceed  expc'ctations. 

.\  surplus  of  $4.4  billion  in  fi.scal  1963  is  expectc'd  in  the  national  in¬ 
come  accounts  budget — a  budget  constructed  to  measure  the  direct 
impact  of  Federal  expenditures  and  receipts  on  the  flow  of  total  spend¬ 
ing.  The  surplus  would  be  several  billion  dollars  higher  if  the  economy 
were  operating  steadily  at  a  level  high  enough  to  hold  unemployment 
to  4  percent. 

Either  surplus-  prospective  or  potential — is  both  a  challenge  and  an 
opp)ortunity.  A  government  surplus  is  a  form  of  saving — an  excess  of 
income  over  expenditure.  Like  any  other  form  of  saving,  it  relea.ses 
labor  and  other  prcxiuctive  resources  w  hich  can  be  used  to  create  new  in¬ 
vestment  good.s — plant,  equipment,  or  houses.  If  investment  demand  is 
not  strong  enough  to  use  the  resources  and  labor,  they  w  ill  be  w  a.sted  in 
unemployment  and  idle  capacity,  and  the  surplus  itself  w  ill  not  be*  realized. 
But  if  the  neces.sar\  investment  demand  is  present,  the  surplus  will  make 
possible  the  acceleration  of  economic  growth  by  enlarging  the  future 
productive  power  of  the  economy.  The  Government  is  seeking  to  help 
.American  industry  to  meet  this  challenge  and  seize  this  opportunitv, 
through  such  measures  as  the  8  percent  investment  tax  credit  and  revi¬ 
sions  of  depreciation  guidelines. 
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Wc  fare  1962  with  optimism  but  not  complacency.  If  private  de¬ 
mand  shows  unexpected  streni^th,  public  policy  must  and  will  act  to 
avert  the  dangers  of  rising  price.s.  If  demand  falls  short  of  current 
expectations,  more  expansionary  policies  will  be  pursued.  In  1962, 
vigilance  and  flexibility  must  be  the  guardians  of  economic  optimism. 

Monetary  and  Credit  Policies 

Monetary,  credit,  and  debt  management  policies  can  also  help  to 
itssure  that  productive  outlets  exist  for  the  funds  that  the  American  peo¬ 
ple  save  from  prosperity  incomes.  I'he  balance  foreseen  in  the  Budget 
for  fiscal  year  1963,  and  the  surplus  which  would  arise  at  full  employ¬ 
ment,  both  indicate  that  fiscal  policy  is  a.ssuming  a  large  share  of  the  bur¬ 
den  of  forestalling  inflationary  excesses  of  demand.  With  monetary  and 
related  policies  relieved  of  a  substantial  part  of  this  burden,  they  can 
more  effectively  lx*  used  to  a.ssure  a  flow  of  inve.stment  funds  which  will 
transform  the  economy's  present  capacity  to  save  into  future  capacity 
to  prodiK  e. 

.\t  the  same  time,  monetary  and  debt  management  policies  must 
continue  to  protect  the  balance  of  international  payments  against  out¬ 
flows  of  short-term  capital.  .\s  in  1961,  domestic  expansion  and  the 
balance  of  payments  confront  these  policies  with  a  dual  task,  requiring 
continued  ingenuity  in  technique  and  flexibility  in  emphasis. 

Balance  of  Payments 

I’he  program  launched  last  year  to  reduce  our  pay  ments  deficit  and 
maintain  confidence  in  the  dollar  will,  1  am  sure,  show  further  results 
in  1962.  I  am  hopeful  that  the  target  of  reasonable  equilibrium  in 
our  international  payments  can  be  achieved  within  the  next  two  years; 
but  this  will  require  a  determined  effort  on  the  part  of  all  of  us —  govern¬ 
ment,  business  and  labor.  This  effort  must  proceed  on  a  number  of 
fronts. 

Export  expansion.  .An  increase  in  the  U.S.  trade  surplus  is  of  the 
first  importance.  If  we  are  to  meet  our  international  responsibilities, 
we  must  increase  exports  more  rapidly  than  the  increa.se  in  imports 
which  accompanies  our  economic  growth. 

Our  efforts  to  rai.se  exports  urgently  require  that  we  negotiate  a  re¬ 
duction  in  the  tariff  of  the  European  C’-ommon  Market.  I  shall  shortly 
transmit  to  the  Congress  a  special  message  elaborating  the  details  of 
the  proposed  Trade  Expansion  .Act  of  1962  and  explaining  why  I 
believe  that  a  new  trade  policy  initiative  is  imperative  this  year. 
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To  encourage  American  businessmen  to  become  more  export-minded, 
we  have  inaugurated  a  new  export  insurance  program  under  the  leader¬ 
ship  of  the  Export-Import  Bank,  and  we  have  stepped  up  our  export 
promotion  drive  by  improving  the  commercial  ser\  ices  abroad  of  the  U.S. 
Government,  establishing  trade  centers  abroad,  planning  trade  fairs,  im¬ 
proving  the  trade  mission  program,  and  working  with  business  firms  on 
export  opportunities  through  field  offices  of  the  Department  of  Com¬ 
merce  and  the  Small  Business  Administration.  Foreign  travel  to  the 
United  States,  which  returns  dollars  to  our  shores,  is  now  being  pro¬ 
moted  through  the  first  Federal  agency  ever  created  for  this  purpose. 

Prices  and  productivity.  Our  export  drive  will  founder  if  we  cannot 
keep  our  prices  competitive  in  world  markets.  Though  our  recent  price 
performance  has  been  excellent,  the  improving  economic  climate  of 
1962  w  ill  test  anew  the  statesmanship  of  our  business  and  labor  leaders. 
I  believe  that  they  will  pass  the  te.st;  our  Nation  today  pos.se.s.ses  a  new 
understanding  of  the  vital  link  between  our  level  of  prices  and  our 
balance  of  payments. 

In  the  long  run,  the  competiti\e  position  of  I'.S.  industry  depends 
on  a  sustained  and  rapid  advance  in  productivity.  In  this,  the  in¬ 
terests  of  economic  recovery,  long-run  growth,  and  the  strength  of 
the  dollar  coincide.  Modernization  and  expansion  of  our  indu.strial 
plant  will  accelerate  the  advance  of  productivity. 

Foreign  investment.  To  place  controls  over  the  flow  of  private 
.American  capital  abroad  would  be  contrary  to  our  traditions  and  our 
economic  interests.  But  neither  is  there  justification  for  special  tax 
incentives  which  .stimulate  the  flow  of  U.S.  investment  to  countries  now 
strong  and  economically  developed,  and  I  again  urge  the  elimination 
of  the.se  .special  incentives. 

The  new  foreign  trade  program  which  I  am  proposing  to  the  (Con¬ 
gress  will  help  to  reduce  another  artificial  incentive  to  I’.S.  firms  to 
invest  abroad.  The  European  Common  Market  has  attracted  .American 
capital,  partly  because  .American  bu.sines.smen  fear  that  they  will  be 
unable  to  compete  in  the  growing  European  market  unless  they  build 
plants  behind  the  common  tariff  wall.  We  must  negotiate  down  the 
barriers  to  trade  between  the  two  great  continental  markets,  so  that  the 
exports  of  our  industry  and  agriculture  can  have  full  opportunity  to 
compete  in  Europe. 

Governmental  expenditures  abroad.  Military  expenditures  form  by 
far  the  greater  part  of  our  governmental  outlays  abroad.  We  are 
discus.sing  with  certain  of  our  Fiuropean  allies  the  extent  to  which  they 
can  increa.se  their  own  military  procurement  from  the  United  States 
to  offset  our  dollar  expenditures  there.  .As  a  result,  the  net  cost  to  our 


balance  of  payments  is  expected  to  be  reduced  during  the  coming  year, 
in  spite  of  increased  deployment  of  forces  abroad  because  of  the  Berlin 
situation. 

To  curtail  our  foreign  aid  programs  in  order  to  strengthen  our  balance 
of  payments  would  be  to  sacrifice  more  than  we  gain.  But  we  can  cut 
back  on  the  foreign  currency  costs  of  our  aid  programs,  and  thus  reduce 
the  burden  on  our  balance  of  payments.  A  large  percentage  of  our 
foreign  aid  is  already  spent  for  procurement  in  the  United  States;  this 
proportion  will  rise  as  our  tightened  procurement  procedures  become 
increasingly  effective. 

We  have  sought  to  induce  other  advanced  countries  to  undertake  a 
larger  share  of  the  foreign  aid  effort.  We  will  continue  our  efforts 
through  the  Development  .Assistance  Uommittee  of  the  Organization  for 
Kconomic  Cooperation  and  Development  to  obtain  a  higher  level  of 
economic  assistance  by  other  industrial  nations  to  the  less  developed 
countries. 

Short-term  capital  movements.  Outflows  of  volatile  short-term  funds 
added  to  the  pressures  on  the  dollar  in  1960.  Our  policies  in  1961  have 
diminished  the  dangers  of  disruptive  movements  of  short-term  capital. 
For  the  first  time  in  a  generation,  the  Treason  is  helping  to  stabilize 
the  dollar  by  operations  in  the  international  exchange  markets.  The 
Federal  Resene  and  the  I’reasury,  in  administering  their  monetary 
policy  and  debt  management  re.sponsibilities,  have  .sought  to  meet  the 
needs  of  domestic  recover\  in  ways  which  would  not  lead  to  outflows 
of  short-term  capital. 

During  the  pa.st  year,  we  have  consulted  periodically  with  our  prin¬ 
cipal  financial  partners,  both  bilaterally  and  within  the  framework  of 
the  OKCD.  I'hese  consultations  have  led  to  close  cooperation  among 
fiscal  and  monetary  authorities  in  a  common  effort  to  prevent  disruptive 
currency  movements. 

Strengthening  the  international  monetary  system.  The  International 
Monetary'  Fund  is  playing  an  increasingly  important  role  in  pre.serving 
international  monetary  stability.  The  reser\e  strength  behind  the  dollar 
includes  our  drawing  rights  on  the  Fund,  of  which  $1.7  billion  is  auto¬ 
matically  available  under  current  practices  of  the  Fund.  An  additional 
$4.1  billion  could  become  available  under  Fund  policies,  insofar  as  the 
Fund  has  available  resources  in  gold  and  usable  foreign  currencies. 
Recently,  the  Fund  has  diversified  its  use  of  currencies  in  meeting  draw¬ 
ings  by  member  countries,  relying  less  heavily  on  dollars  and  more 
heavily  on  the  currencies  of  countries  with  payments  surpluses.  Ffow- 
ever,  the  Fund’s  regular  holdings  of  the  currencies  of  some  important 
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industrial  countries  are  not  adequate  to  meet  potential  demands  for 
them. 

In  a  message  to  the  Congress  last  f'ebruar\,  1  said:  “We  must  now,  in 
cooperation  with  other  lending  countries,  begin  to  consider  ways  in 
which  international  monetary  institutions — especially  the  International 
Monetary  Fund  -can  be  strengthened  and  more  effectively  utilized,  both 
in  furnishing  needed  increases  in  reserves,  and  in  providing  the  flexibility 
required  to  support  a  healthy  and  growing  world  economy.” 

We  have  now  taken  an  important  step  in  this  direction,  .\greement 
has  been  reached  among  ten  of  the  major  industrial  countries  to  lend 
to  the  Fund  specified  amounts  of  their  currencies  when  necessary  to 
cope  with  or  forestall  pressures  which  may  impair  the  international 
monetary  system.  These  stand-bv  facilities  of  $b  billion  will  be  a 
major  defense  against  international  rnonetarv  speculation  and  will 
powerfully  reinforce  the  effectiveness  of  the  Fund.  They  will  provide 
resources  to  make  our  drawing  rights  in  the  Fund  effective,  should  we 
need  to  use  them.  Moreover,  the  U.S.  stand-by  commitment  of  $2 
billion  will  augment  the  resources  potentially  available  through  the 
Fund  to  other  participants  in  the  agreement,  when  our  balance  of  pay¬ 
ments  and  reserve  positions  are  strong.  I  shall  shortly  submit  a  request 
to  Congress  for  appropriate  enabling  legislation. 

Prices  and  H^ages 

Prices  and  production  need  not  travel  together.  A  number  of  foreign 
countries  have  experienced  both  rapid  grow  th  and  stable  prices  in  recent 
years.  We  ourselves,  in  1961,  enjoyed  a  .stable  price  level  during  a  brisk 
economic  recovery  . 

While  rising  prices  will  not  necessarily  accompany  the  expansion  we 
expect  in  1962,  neither  can  we  rely  on  chance  to  keep  our  price  level 
stable.  Creeping  inflation  in  the  years  195.')-57  weakened  our  interna¬ 
tional  competitive  position.  We  cannot  afford  to  allow  a  repetition  of 
that  experience. 

We  do  not  foresee  in  1962  a  level  of  demand  for  goods  and  services 
which  will  strain  the  economy  's  capacity  to  produce.  Neither  is  it  likely 
that  many  industries  will  find  themselves  pressing  against  their  capacity 
ceilings.  Inflationary  pressures  from  these  sources  should  not  be  a 
problem. 

But  in  those  sectors  where  both  companies  and  uniorrs  possess  substan¬ 
tial  market  power,  the  interplay  of  price  and  wage  decisions  could  set  off 
a  movement  toward  a  higher  price  level.  If  this  were  to  occur,  the 
whole  Nation  would  be  the  victim. 
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I  do  not  believe  that  American  business  or  labor  will  allow  this  to 
happen.  .Ml  of  us  have  learned  a  jE;reat  deal  from  the  economic  events 
of  the  past  15  years.  .Xmonje;  both  businessmen  and  workers,  there  is 
ijrowinjj  recognition  that  the  road  to  hi)2;her  real  profits  and  hie^her  real 
wa^es  is  the  road  of  increased  productivity.  When  better  plant  and 
equipment  enable  the  labor  force  to  produce  more  in  the  same  number  of 
hours,  there  is  more  to  share  amone;  all  the  contributors  to  the  productive 
pro<es,s-  and  this  can  happen  with  no  increase  in  prices.  Gains 
achieved  in  this  manner  endure,  while  chains  achieved  in  one  turn  of  the 
price-waj];e  spiral  vanish  on  the  next. 

The  Nation  must  rely  on  the  tjood  sense  and  public  spirit  of  our 
business  and  labor  leaders  to  hold  the  line  on  the  price  level  in  1962. 
If  labor  leaders  in  our  major  industries  will  accept  the  productivity 
benchmark  as  a  ^uide  to  wane  objectives,  and  if  management  in  these 
industries  will  practice  equivalent  restraint  in  their  price  decisions,  the 
year  ahead  will  be  a  brilliant  chapter  in  the  record  of  the  responsible 
exercise  of  freedom. 

MkASI  RKS  FOR  STR().Nt;F:R  KcO.NOMY 

The  final  .section  of  my  Report  is  a  summar\'  of  my  recommendations 
for  legislative  action  ( 1 )  to  strenjnthen  our  defenses  against  recession, 
(2)  to  strengthen  our  financial  system,  (3)  to  .strengthen  our  manpower 
base,  and  (4)  to  strengthen  our  tax  system. 

.1  Program  for  Sustained  Prosperity 

Recurrent  recessions  have  throw  n  the  postwar  American  economy  off 
stride  at  a  time  when  the  economies  of  other  major  industrial  countries 
have  moved  steadily  ahead.  To  improve  our  future  performance  I 
urge  the  Gongress  to  join  with  me  in  erecting  a  defense-in-depth  again.st 
future  reces.sions.  I'he  basic  elements  of  this  defen.se  are  ( 1 )  Presidential 
stand-by  authority  for  prompt,  temporary'  income  tax  reductions, 
(2)  Presidential  .stand-by  authority  for  capital  improvements  expendi¬ 
tures,  and  (.4)  a  permanent  strengthening  of  the  unemployment  compen¬ 
sation  .sy.stem.  'I'hese  three  measures  parallel  important  proposals  of  the 
Gommission  on  Money  and  Gredit,  who.se  further  recommendations 
are  treated  under  the  next  heading. 

In  our  free  enterpri.se  economy,  fluctuations  in  business  and  consumer 
spending  will,  of  course,  always  occur.  But  this  need  not  doom  us  to 
an  alternation  of  lean  years  and  fat.  The  bu.sine.ss  cycle  does  not  have 
the  inevitability  of  the  calendar.  ITe  Government  can  time  its  fiscal 
transactions  to  offset  and  to  dampen  fluctuations  in  the  private  economy. 
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Our  fiscal  system  and  budget  policy  already  contribute  to  economic 
stability,  to  a  much  greater  degree  than  before  the  war.  But  the  time  is 
ripe,  and  the  need  apparent,  to  equip  the  (io\ernment  to  act  more 
promptly,  more  flexibly,  and  more  forcefully  to  stabilize  the  economy 
to  carry  out  more  effectively  its  charge  under  the  Kmployment  Act. 

Stand-by  tax  reduction  authority.  First,  1  recommend  the  enactment 
of  stand-by  authority  under  w  hich  the  President,  subject  to  \  eto  by  the 
Congress,  could  make  prompt  temporary  reductions  in  the  rates  of  the 
individual  income  tax  to  combat  recessions,  as  follows: 

( 1 )  Before  proposing  a  temporary  tax  reduction,  the  President 
must  make  a  finding  that  such  action  is  required  to  meet  the 
objectives  of  the  Kmployment  .\ct. 

(2)  Upon  such  finding,  the  President  would  submit  to  Congress 
a  proposed  temporary  uniform  reduction  in  all  individual  income 
tax  rates.  The  proposed  temporary  rates  may  not  be  more  than 
5  percentage  points  lower  than  the  rates  permanently  established 
by  the  Congress. 

(3)  This  change  would  take  effect  30  days  after  submission, 
unless  rejected  by  a  joint  resolution  of  the  (Congress. 

(4)  It  would  remain  in  effect  for  6  months,  subject  to  re\ision 
or  renewal  by  the  same  process  or  extension  by  a  joint  resolution  of 
the  Congress. 

5)  If  the  Congress  were  not  in  session,  a  Presidentially  pro¬ 
posed  tax  adjustment  would  automatically  take  effect  but  would 
terminate  30  days  after  the  Congress  reconvened.  Kxtension  would 
require  a  new  proposal  b\  the  President,  w  hich  would  be  subject  to 
congressional  veto. 

.\  temjx)rary  reduction  of  individual  income  tax  rates  across  the  board 
can  be  a  powerful  safeguard  against  recession.  It  would  reduce  the 
annual  rate  of  tax  collections  by  $2  billion  per  percentage  point,  or  a 
maximum  of  $10  billion  $1  billion  per  point,  or  a  $’)-billion  maximum, 
for  six  months — at  present  levels  of  income.  Fhese  figures  should  be 
measured  against  the  costs  they  are  designed  to  forestall : 

— the  tens  of  billions  of  potential  output  that  run  to  waste  in 
recession ; 

— the  pain  and  frustration  of  the  millions  whom  recessions  throw 
out  of  work; 

— the  Budget  deficits  of  $12.4  billion  in  fiscal  lf)59  or  $7.0  billion 
this  year. 

The  proposed  partial  tax  suspension  would  launch  a  prompt  coun¬ 
terattack  on  the  cumulative  forces  of  recession.  It  would  be  reflected 
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immediately  in  lower  withholdine;  deductions  and  higher  take-home  pay 
for  millions  of  Americans.  Markets  for  consumer  goods  and  ser\'ices 
would  promptly  feel  the  stimulative  influence  of  the  tax  suspension. 

It  would  offer  .strong  support  to  the  economy  for  a  timely  interval, 
while  preserxing  the  revenue-raising  powers  of  our  tax  system  in 
prosperity  and  the  wise  traditional  procedures  of  the  Congress 
for  making  permanent  revisions  and  reforms  in  the  system.  I 
am  not  iisking  the  Congress  to  delegate  its  power  to  levy  taxes,  but 
to  authorize  a  temporarx'  and  emergency  su.spension  of  taxes  by  the 
President— subject  to  the  checkrein  of  Congressional  veto — in  situa¬ 
tions  w  here  time  is  of  the  e.s.sence. 

Stand-by  capital  improvements  authority.  Second,  I  recommend  that 
the  Congress  provide  stand-by  authority  to  the  President  to  accelerate 
and  initiate  up  to  $2  billion  of  appropriately  timed  capital  improve¬ 
ments  when  unemployment  is  rising,  as  follows: 

(  1 )  The  President  would  be  authorized  to  initiate  the  program 
within  two  months  after  the  .sea.sonally  adjusted  unemployment 
rate 

(a)  had  risen  in  at  least  three  out  of  four  months  (or  in 
four  out  of  .six  months)  and 

(b)  had  risen  to  a  level  at  least  one  percentage  point  higher 
than  its  lex  el  four  months  (or  six  months)  earlier. 

'  2 )  Before  invoking  this  authority,  the  President  must  make  a 
finding  that  current  and  prospective  economic  developments  re¬ 
quire  such  action  to  achieve  the  objectives  of  the  Employment  Act. 

f.3)  Upon  such  finding,  the  President  would  be  authorized  to 
commit 

(a)  up  to  ST.'iO  million  in  the  acceleration  of  direct  Federal 
expenditures  previously  authorized  by  the  Congress, 

(b)  up  to  $750  million  for  grant.s-in-aid  to  State  and  local 
governments, 

(c)  up  to  $250  million  in  loans  to  States  and  localities 
which  would  otherwise  be  unable  to  meet  their  share 
of  project  co.sts,  and 

(d)  up  to  $250  million  additional  to  be  distributed 
among  the  aboxe  three  categories  as  he  might  deem 
appropriate. 

(4)  The  authority  to  initiate  new  projects  under  the  capital 
improvements  program  would  terminate  automatically  within  12 
months  unless  extended  by  the  Congress — but  the  program  could 
be  terminated  at  any  time  by  the  President. 


(5)  Grants-in-aid  would  be  made  under  rules  prescribed  by  the 
President  to  assure  that  assisted  projects  (a)  were  of  hiijh  priority, 
(b)  represented  a  net  addition  to  existin.e^  State  and  local  expendi¬ 
tures,  and  (c)  could  be  started  and  completed  quickly. 

(6)  Expenditures  on  Federal  projects  previously  authorized  by 
the  Concjress  would  include  resource  conser\ation  and  \arious 
Federal  public  works,  includins;  construction,  repair,  and  moderni¬ 
zation  of  public  buildings. 

(7)  .\ftcr  the  program  had  terminated,  the  authority  would 
not  again  be  available  to  the  President  for  six  months. 

The  above  criteria  would  ha\e  permitted  Presidential  authority  to  be 
invoked  in  the  early  stages  of  each  of  the  four  postwar  recessions — within 
four  months  after  the  decline  had  begun.  Furthermore,  no  false  signals 
would  ha\e  been  given.  Were  a  false  signal  to  occur — for  example, 
because  of  a  strike-  -the  authority,  which  is  discretionary,  need  not  be 
invoked. 

The  first  impact  of  the  accelerated  orders,  contracts,  and  outlays  under 
the  program  would  be  felt  within  one  to  two  months  after  the  authority 
was  invoked.  The  major  force  of  the  program  would  be  spent  well 
before  private  demand  again  pressetl  hard  on  the  economy's  capacitv 
to  produce.  With  the  indicated  safeguards,  this  program  would  make 
a  major  contribution  to  business  activity,  consumer  purchasing  power, 
and  employment  in  a  recession  bv  utilizing  for  sound  public  investment 
resources  that  would  otherwise  have  gone  to  waste. 

Unemployment  compensation.  Third,  I  again  urge  the  Congress  to 
strengthen  pemianentlv  our  Federal-State  system  of  unemployment 
insurance.  My  specific  recommendations  include 

( 1  )  Extension  of  the  benefit  period  by  as  much  as  13  weeks  for 
workers  with  at  least  three  vears  of  experience  in  covered 
employment ; 

(2)  Similar  extension  of  the  benefit  period  when  unemployment 
is  widespread  for  workers  with  less  than  three  vears  of  experience 
in  covered  employment.  This  provision  could  be  put  into  effect 
by  Presidential  proclamation  when  insured  unemployment  reaches 
5  percent,  and  the  number  of  benefit  exhaustions  o\er  a  three- 
month  period  reaches  1  percent  of  covered  employment; 

(3)  Incentives  for  the  States  to  provide  increased  benefits,  so 
that  the  great  majority  of  covered  workers  will  be  eligible  for 
weekly  benefits  equal  to  at  least  half  of  their  average  weeklv  w'age; 

( 4)  Extension  of  coverage  to  more  than  three  million  additional 
workers ; 
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(5)  Improved  fmancinc;  of  the  program  by  an  increase  in  the 
wage  base  for  the  payroll  tax  from  $3,000  to  $4,800; 

(6)  Reinsurance  grants  to  States  experiencing  high  unemploy¬ 
ment  insurance  costs; 

(7)  Provisions  which  permit  claimants  to  attend  approved  train¬ 
ing  or  retraining  courses  without  adverse  effect  on  eligibility  for 
benefits. 

Wider  coverage,  extended  benefit  periods,  and  increased  benefit 
amounts  will  help  society  discharge  its  obligation  to  individual  unem¬ 
ployed  workers.  .And  by  maintaining  more  adequately  their  incomes 
and  purchasing  power,  these  measures  will  also  buttress  the  economy’s 
built-in  defenses  against  recession.  Temporary  extensions  of  unem¬ 
ployment  compensation  benefits  have  been  voted  by  the  Congress  during 
the  last  two  recessions.  It  is  time  now  for  permanent  legislation  to 
bring  this  well-tested  stabilizer  more  smoothlv  into  operation  when 
economic  activity  declines. 

In  combination,  these  three  measures  will  enable  Federal  fiscal 
policy  to  respond  firmlv,  flexiblv,  and  swiftly  to  oncoming  recessions. 
Working  together  on  this  bold  program,  the  Congress  and  the  F.xecutive 
can  make  an  unprecedented  contribution  tf)  economic  stability,  one  that 
will  richlv  reward  us  in  fuller  employment  and  more  sustained  growth, 
and  thus,  in  greater  human  well-being  and  greater  national  strength. 

Slrrn^thenin^  the  Financial  System 

Proposals  of  the  Commission  on  Money  and  Credit.  The  Report  of 
the  (a)mi.  ission  on  Money  and  Credit,  published  Ia.st  year,  raises  im¬ 
portant  issues  of  public  policy  relating  to  f  1 )  the  objectives  and 
machinen  of  Government  for  economic  stabilization  and  growth, 
^2)  Federal  direct  lending  and  credit  guarantee  programs,  and  (3)  the 
structure  and  regulation  of  private  financial  institutions  and  markets. 
Fhe  Commission’s  Report  represents  the  results  of  thorough  analysis  and 
deliberation  by  a  private  group  of  leading  citizens  representative  of  busi¬ 
ness,  labor,  finance,  agriculture,  and  the  professions.  The  Commis-sion’s 
findings  and  recommendations  deser\e  careful  consideration  by  the  Con¬ 
gress,  the  Fxecutive,  and  the  public — con.sidcration  which  should  result 
in  legislative  and  executive  actions  to  strengthen  government  policy  under 
the  Employment  Act  and  to  improve  the  financial  .system  of  the  United 
States.  The  subjects  covered  by  the  Commis,sion  can — for  the  purposes 
of  discussion  and  action  in  the  Government — usefully  be  divided  into 
four  categories. 
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( 1 )  To  strengthen  the  instruments  of  policy  for  economic  stabiliza¬ 
tion,  the  Commission  recommends  p<’rmanent  improvement  of  un¬ 
employment  compensation,  flexibility  in  government  capital  expendi¬ 
tures,  and  flexibility  in  adjusting  the  basic  Federal  individual  income 
tax  rate.  These  key  proposals  are  reflected  in  the  three-part  anti¬ 
recession  program  just  described. 

(2)  In  its  comprehensive  new  look  at  existing  financial  legislation,  the 
Commission  concludes  that  the  following  financial  restrictions  no  longer 
serve  the  purposes  originally  intended  and  unnecessarily  complicate  or 
obstruct  other  government  policies:  the  ceiling  on  the  public  debt,  the 
ceiling  on  permissible  interest  rates  on  U.S.  Treasury  bonds,  and  the 
required  gold  reserve  against  Federal  Reser\e  notes  and  deposits.  I  am 
sure  that  the  Congress  will  wLsh  to  examine  carefully  the  Commission's 
recommendations  on  these  points. 

(3)  The  Commission  re-examines  the  structure  of  the  Federal  Re- 
ser\e  System  and  its  relationship  to  other  arms  of  the  Federal  Govern¬ 
ment.  The  desirability  of  proposed  changes  in  the  structure  which  has 
evolved  over  the  years  can  be  determined  only  after  extensive  considera¬ 
tion  by  the  Congress  and  by  the  public. 

There  are  two  reforms  of  clear  merit  on  which  there  appears  to  be 
sufficiently  general  agreement  to  proceed  at  once,  and  which  are  of 
direct  concern  to  the  President  in  the  exercise  of  his  responsibility  to 
appoint  the  members  and  officers  of  the  Board  of  Go\einors  of  the 
Federal  Reserve  System. 

The  first  is  to  give  adequate  recognition  in  the  simple  matter  of  sala¬ 
ries  to  the  important  responsibilities  of  the  Board  of  Governors  of  the 
Federal  Reser\e  System.  The  United  States  is  behind  other  countries 
in  the  status  accorded,  by  this  concrete  symbol,  to  the  leadership  of  its 
“central  bank,”  and  I  urge  that  the  Congress  take  corrective  action. 

The  second  is  to  revise  the  terms  of  the  officers  and  members  of  the 
Board  so  that  a  new  President  will  be  able  to  nominate  a  Chairman  of 
his  choice  for  a  term  of  four  years  coterminous  with  his  own.  This 
change  has  the  concurrence  of  the  present  Chairman  of  the  Board  of 
Governors.  The  current  situation — under  which  the  four-year  term  of 
the  Chairman  is  not  synchronized  with  the  Presidential  term — appears 
to  be  accidental  and  inadvertent. 

Provision  should  be  made  now  for  smooth  transition  to  new  arrange¬ 
ments  to  take  effect  in  1965.  I  suggest  that,  on  the  expiration  of  the 
present  term  of  the  Chairman  in  .April  1963,  the  next  term  expire  on 
Januan’  31,  1965.  In  order  that,  starting  in  1965,  the  President 
may  have  a  free  choice  when  he  begins  his  own  term,  it  is  also 
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necessary’  to  provide  that  the  terms  of  members  of  the  Board — which 
now  begin  and  end  on  January  31  of  even  years-  begin  and  end  in  odd 
years.  This  change  can  be  accomplished  very’  easily  by  extending  the 
terms  of  present  members  by  one  year. 

(4)  Several  of  the  Commi.ssion’s  recommendations  require  careful 
appraisal  by  the  affected  agencies  in  the  Executive  Branch  as  a  basis  for 
future  legislative  recommendations: 

,  (a)  Banks  and  other  private  financial  institutions:  The  Com¬ 

mission  proposes  significant  changes  in  the  .scope  and  nature  of 
>  government  regulations  concerning  re.serves,  portfolios,  interest 

rates,  and  competition.  1  shall  ask  an  interagency  working  group 
in  the  Executive  Branch  to  examine  the  complex  i-ssues  rai-sed  by 
these  proposals.  This  interagency  group  will  keep  in  close  touch 
with  the  relevant  committees  of  the  Congress,  which  will  no  doubt 
wish  to  study  thc.se  issues  simultaneously. 

(b)  Federal  lending  and  loan  guarantee  programs:  It  is  clearly 
time  for  a  thorough  review  of  both  their  general  impact  on  the 
economy  and  their  effectiveness  for  the  special  purposes  for  which 
tliey  were  established,  .\gain  the  Commission's  Report  has  per¬ 
formed  a  \aluable  service  in  illuminating  basic  problems.  One 
important  question  is  the  appropriate  role — with  account  taken 
of  both  effectiveness  and  budgetary  cost — of  direct  Federal  lend¬ 
ing,  loan  guarantees,  and  interest  sharing.  I  shall  ask  a  second 
interagency  group  in  the  Executive  Branch  to  examine  these 

^  programs. 

(c)  Corporate  pension  funds  and  other  private  retirement  pro- 

»  grams:  It  is  time  for  a  reappraisal  of  legislation  governing  these 

programs.  Fhey  have  become,  in  recent  years,  a  major  custodian 
of  individual  savings  and  an  important  source  of  funds  for  capital 
markets.  The  amendment  to  the  Welfare  and  Pension  Plans  Dis¬ 
closure  .Xct  which  I  recommend  below’  will  be  an  important  step 
toward  insuring  fidelity  in  the  administration  of  these  Plans.  But 
there  is  also  need  for  a  review  of  rules  governing  the  investment 
*  policies  of  these  funds  and  the  effects  on  equity  and  efficiency  of 

the  tax  privileges  accorded  them.  I  shall  ask  a  third  working 
'  group  of  rele\  ant  Departments  and  agencies  to  recommend  needed 

actions  in  this  field,  taking  into  account  the  findings  of  the  Com- 
mi.s.sion  a.s  well  as  other  studies  and  proposals. 

A  revision  of  silver  policy.  Silver — a  sick  metal  in  the  1930’s — is 
today  an  important  raw  material  for  which  industrial  demand  is  ex¬ 
panding  steadily.  It  is  uneconomic  for  the  E'.S.  Government  to  lock 
^  up  large  quantities  of  useful  silver  in  the  sterile  form  of  currency  reserves. 
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Neither  is  any  constructive  purpose  served  by  requiring  that  the  Treas¬ 
ury-  maintain  a  floor  under  the  price  of  silver.  SiK  er  should  eventually 
be  demonetized,  except  for  its  use  in  coins. 

( 1 )  .‘Vs  a  first  step  in  freeine;  silver  from  government  control,  the 
Secretary  of  the  Treasury  at  my  direction  suspended  sales  of  silver  on 
November  29.  This  order  amounted  to  the  withdrawal  of  a  price 
ceiling  on  silver  which  had  been  maintained  by  Treasury  sales  at  a 
fixed  price. 

(2)  The  next  step  should  be  the  withdrawal  of  the  Treasury’s  price 
floor  under  domestically  produced  silver.  Accordinglv,  I  recommend 
repeal  of  the  .'\cts  relating  to  sib  er  of  June  19,  1994,  Jub  6,  1999,  and 
July  91,  1946;  this  step  will  free  the  Treasury  from  any  future  obligation 
to  support  the  price  of  silver. 

(S')  I  also  recommend  the  repeal  of  the  special  .90  percent  tax  on 
transfers  of  interest  in  silver;  this  step  will  foster  orderlv  price  mo\ements 
by  encouraging  the  development  of  a  futures  market  in  silver. 

(4)  Finally,  I  recommend  that  the  Federal  Reserve  System  be 
authorized  to  is^ue  Federal  Reserve  notes  in  denominations  of  $1  ; 
this  will  make  possible  the  gradual  withdrawal  from  circulation  of  $1  and 
$2  silver  certificates,  and  the  use  of  the  silver  thus  relea.sed  for  coinage 
purposes. 

Strengthening  Our  Manpower  Base 

The  labor  force  of  the  I’^nited  States  is  its  most  valuable  productive  re¬ 
source.  Measures  which  enhance  the  skills  and  adaptability  of  the 
working  population  contribute  to  the  over-all  productivity  of  the  econ¬ 
omy.  Several  legislative  proposals  to  ser\’e  these  ends  have  already 
been  put  before  the  Congress. 

( 1 )  I  urge  speedy  pas.sage  of  the  proposed  Manpower  Development 
and  Training  Act.  A  growing  and  changing  economy  demands  a  labor 
force  whose  skills  adapt  readily  to  the  requirements  of  new  technology  . 
When  adaptation  is  slow  and  occupational  lines  rigid,  individuals  and 
society  alike  are  the  losers.  Individuals  take  their  loss  in  the  form  of 
proldnged  unemployment  or  sharply  reduced  earning  power.  Society’s 
loss  is  measured  in  foregone  output.  These  are  losses  we  need  not  suffer. 
\  few  hundred  dollars  invested  in_  training  or  retraining  an  unemployed 
or  underemployed  worker  can  increase  hLs  producti\  ity  to  society  by 
a  multiple  of  that  investment — quite  apart  from  the  immeasurable 
return  to  the  worker  in  regaining  a  sense  of  purpose  and  hope.  Both 
compa.ssion  and  dollars-and-cents  reasoning  speak  for  this  legislation. 
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(2)  For  the  same  reasons,  I  urge  enactment  of  the  Youth  Employ¬ 
ment  Opportunities  Act.  This  hill  provides  three  types  of  pilot  programs 
to  gi\e  young  people  employment  opportunities  which  would  enable 
them  to  acquire  much-needed  skills.  I'hese  programs  include  training, 
employment  in  public  serx  ice  jol)s  with  public  and  private  nonprofit  agen¬ 
cies,  and  the  establishment  of  Youth  Corps  Conserxation  Camps.  In 
the  current  decade,  young  men  and  women  will  be  entering  the  labor 
force  in  rapidly  growing  numbers.  They  will  expect,  and  they  deserve, 
opportunities  to  acquire  skills  and  to  do  useful  work.  The  price  of 
failure  is  frustration  and  disillusion  among  our  youth.  This  price  we  are 
re.sob  ed  not  to  pay. 

(3)  I  have  already  made  my  recommendations  for  improvement  of 
the  Federal-State  unemployment  compensation  system. 

(4)  I  am  asking  the  Oingress  for  more  funds  to  increa.se  the  effec¬ 
tiveness  of  the  U.S.  Employment  Service.  This  important  agency  has 
already  strengthened  its  operations,  improving  its  staff  and  placement 
serx  ices  particularly  in  the  largest  urban  centers,  and  concentrating  on 
labor  market  problems  of  nationwide  significance— especially  those  con¬ 
nected  xvith  technological  displacement  of  adult  workers  and  the  employ¬ 
ment  of  youth.  But  the  matching  of  jobs  and  workers  is  especially 
difficult  and  esfx’ciallx  important  in  a  rapidly  changing  economy,  and 
more  can  be  done.  When  unfilled  jobs  and  qualified  unemployed 
workers  coexist  but  do  not  make  contact  because  the  flow  of  job  in¬ 
formation  is  not  sufficiently  free — the  employer,  the  worker,  and  the 
countrx’  lo.se.  I  urge  the  Congress  to  reduce  that  loss  in  the  most  effective 
way — bx  revitalizing  further  the  agency  charged  xvith  disseminating 
information  about  job  opportunities  and  willing  workers. 

(.3)  1  ask  for  enactment  of  the  pending  proposal  to  amend  the  Wel¬ 
fare  and  Pension  Plans  Disclosure  .Act  so  as  fa)  to  provide  adequate 
penalties  for  embezzlement  and  (b)  to  vest  authority  in  a  responsible 
Federal  agency  to  enforce  the  statute  by  issuing  binding  regulations, 
prescribing  uniform  reporting  forms,  and  investigating  violations. 
.Almost  90  million  people  rely  on  some  xvelfare  and  pension  plan  for  part 
or  all  of  pre.sent  or  future  income.  These  plans  are  a  major  support  of 
the  economic  security  of  the  .American  people.  We  are  derelict  if  wc  do 
not  provide  adequate  administrative  and  enforcement  provisions  to  pro¬ 
tect  the  tremendous  financial  interest  of  participants  in  these  funds. 

Strengthening  Our  Tax  System 

The  tax  system  of  the  United  States  has  consequences  far  beyond  the 
simple  raising  of  revenue.  The  tax  laws  are  a  vital  part  of  the  economic 
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environment;  their  effects  may  be  equitable  or  inequitable;  they  create 
incentives  which  may  help  or  handicap  the  national  interest.  We  can¬ 
not  safely  ignore  these  important  effects  in  the  comforting  illusion  that 
what  already  exists  is  perfect.  We  must  scrutinize  our  tax  sy.stem  care¬ 
fully  to  insure  that  its  provisions  contribute  to  the  broad  goals  of  full 
employment,  growth,  and  equity. 

My  legislative  proposals  in  the  tax  field  are  directly  related  to  these 
goals  and  the  corollary  need  for  improvement  in  the  balance  of  payments. 
In  particular,  I  urge  the  earliest  possible  enactment  of  the  tax  proposals 
now  before  the  House  Committee  on  Ways  and  Means.  The  center- 
piece  of  these  proposals  is  the  8  percent  tax  credit  against  tax  for  gross 
investment  in  depreciable  machinery  and  equipment.  The  credit  .should 
be  retroactive  to  January  1,  1962.  The  tax  credit  increases  the  profit¬ 
ability  of  productive  investment  by  reducing  the  net  cost  of  acquiring 
new  equipment.  It  will  stimulate  in\estment  in  capacity  expansion 
and  modernization,  contribute  to  the  growth  of  our  productivity  and 
output,  and  increase  the  competitiveness  of  .American  exports  in  world 
markets. 

The  tax  credit  for  investment  is  in  part  self-financing.  The  stimulus 
it  provides  to  new  investment  will  have  favorable  effects  on  the  level  of 
economic  activity  during  the  year,  and  this  will  in  turn  add  to  Federal 
revenues.  My  other  proposals  for  tax  reform  are  designed  to  improve 
the  equity  and  efficiency  of  the  tax  system  and  will  offset  the  remaining 
net  revenue  lo.ss: 

( 1 )  Extension  of  the  withholding  principle  to  di\  idend  and  interest 
income; 

(2)  Repeal  of  the  $.50  dividend  exclusion  and  the  4  percent  divi¬ 
dend  credit; 

(3)  Revision  of  the  tax  treatment  of  business  deductions  for  enter¬ 
tainment,  gifts,  and  other  expenses,  to  stop  abu.ses  of  “expense- 
account  living” ; 

(4)  Elimination  of  the  special  tax  preference  for  capital  gains  from 
the  sale  of  depreciable  property,  real  and  personal; 

(5)  Removal  of  unwarranted  preferences  fa)  to  cooperatives,  (b) 
to  mutual  fire  and  ca.sualty  insurance  companies,  and  (c)  to 
mutual  savings  banks  and  savings  and  loan  associations;  and 

(6)  Revision  of  the  tax  treatment  of  foreign  income,  to  remove 
defects  and  inequities  in  the  law.  Removal  of  the  unwar¬ 
ranted  incentive  to  the  export  of  capital  will  be  consistent 
with  the  efficient  distribution  of  capital  resources  in  the  world 
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and  will  aid  our  balance  of  payments  position.  Tax  deferral 
privileges  .should  he  limited  to  profits  earned  in  less  developed 
countries,  and  opportunities  for  “tax  haven”  operations  should 
lie  eliminated. 

In  addition,  I  recommend  that  the  corporate  income  tax  and  certain 
exci.se  taxes  again  be  extended  at  present  levels  for  another  year  beyond 
June  30,  1962,  except  that  the  .structure  of  taxes  and  user  charges  in 
the  transportation  field  be  altered  as  proposed  in  my  Budget  Message. 

In  considering  tax  re\ision  in  the  L'nited  States,  we  must  not  limit 
ourselves  simply  to  Federal  taxation.  Our  States,  counties,  and  mu¬ 
nicipalities  collect  nearly  half  as  much  tax  revenue  as  the  Federal 
(iovernment.  There  is  great  potential  for  equity  or  inequity,  for  incen- 
ti\e  or  disincentixe,  in  their  highly  diverse  tax  systems.  In  addition, 
the  effectiveness  of  f  ederal  tax  policies  can  be  enhanced  by  harmonious 
cf)ordination  with  State  and  local  fiscal  systems.  There  is  wide  latitude 
for  improvements  in  the  coordination  of  tax  systems  and  in  operations 
with  intergoxernmental  implications.  In  this  effort,  the  .\dvisory  Com¬ 
mission  on  Intergovernmental  Relations  is  performing  a  valuable  serxice. 
I  urge  careful  study  of  its  recommendations  at  all  lexels  of  government. 

Later  this  xear,  I  shall  present  to  the  Congress  a  major  program  of 
tax  reform.  This  broad  program  xvill  re-examine  tax  rates  and  the 
definition  of  the  income  tax  ba.se.  It  xvill  be  aimed  at  the  simplification 
of  our  tax  structure,  the  equal  treatment  of  equally  situated  persons, 
and  the  strengthening  of  incentixes  for  individual  effort  and  for 
productive  inxe.stment. 

I'he  momentum  of  our  economy  has  been  restored.  This  momen¬ 
tum  must  be  maintained,  if  the  full  potential  of  our  free  economy  is 
to  be  released  in  the  serxice  of  the  Nation  and  the  xvorld.  In  this 
Report  I  have  proposed  a  program  to  sustain  our  prosperity  and  accel¬ 
erate  our  groxvth  in  short,  to  realize  our  economic  potential.  In  this 
undertaking,  I  ask  the  support  of  the  Congress  and  the  .-Xmerican  people. 

/iLJ 
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I'liE  President: 

Sir:  The  Council  of  Economic  Advisers  herewith  submits  its  Annual 
Report,  January  1962,  in  aciordam  e  with  Section  4(c)  i  2)  of  the  Employ¬ 
ment  Act  of  1946. 

RespK'ctfully, 

Walter  W.  Heller. 

Chairman. 
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INIRODUCTION 


Fhc  Report  of  the  Coum  il  of  Economic  Advisers  is  a  document  directed  i 

toward  economic  problems  and  national  economic  policy.  It  is  written  I 

in  keen  awareness  that  the  ultimate  goals  of  the  Nation  are  human  goals,  | 

and  that  economics  is  merely  instrumental  to  the  making  of  a  better  life  for  | 

all  .Americans.  Involuntary  unemployment  is  a  sign  of  economic  waste,  | 

but  the  fundamental  evil  of  unemployment  is  that  it  is  an  affront  to  B 

human  dignity.  E,xp('nditures  on  better  education  and  better  health  are  B 

investments  in  future  capacity  to  produce;  but  even  if  they  were  not.  they 
would  be  intrinsically  desirable  because  ignorance  and  illness  bar  the  way 
to  happiness  and  security  for  many  of  our  citizens.  Social  security  and 
welfare  benefits  help  to  limit  the  depth  of  mcessions,  but  their  more  imp>or- 
tant  function  is  to  protect  human  beings  from  hunger  and  despair.  Statisti¬ 
cal  tables  are  to  the  economist  what  teSt  tube  and  microscope  are  to  the 
scientist — the  tools  of  the  trade;  but  for  the  one  a.s  for  the  other,  the  ultimate 
dedication  is  to  the  quality  of  human  life. 

The  Employment  Act  of  1946  is  a  historic  affirmation  of  the  responsibility 
of  the  Federal  Government  “to  promote  maximum  employment,  produc¬ 
tion,  and  purchasing  power.”  The  Act  commits  the  Federal  Government 
to  seek  to  create  and  to  maintain  an  economic  environment  in  which 
“there  will  be  afforded  useful  employment  opportunities,  including  self- 
employment,  for  those  able,  willing,  and  seeking  to  work.”  These  goals, 
as  the  Act  recognizes,  must  be  sought  within  the  broad  framework  of  U.S. 
political  and  economic  institutions — free  comp)etitive  enterprise  and  the 
Federal  system  of  government.  .And  they  must  be  sought  by  means  con¬ 
sistent  with  other  national  needs,  obligations,  and  objectives. 

'Fhe  people  of  this  Nation — aided  by  an  immense  and  fertile  land,  by 
rich  stores  of  minerals  and  other  gifts  of  nature,  and  by  technologies  and 
tools  which  lighten  the  work  of  man  and  multiply  its  fruits — can  produce 
vast  quantities  of  the  goods  and  services  human  beings  want.  The  Em¬ 
ployment  Act’s  broad  goal  of  maximum  employment,  production,  and 
purchasing  power  implies,  first  of  all,  that  the  vast  productive  capacity  of 
the  Nation  should  be  used  and  not  permitted  to  lie  idle  or  run  to  waste. 

.And,  second,  it  implies  that  this  capacity  itself  should  be  raised  to  enable 
each  new  generation  to  advance  to  higher  standards  of  well-being. 

The  first  of  these  objectives — maximum  use  of  our  existing  productive 
resources — is  the  topic  of  Chapter  1 .  One  requirement  is  to  maintain  aggre¬ 
gate  demand  for  goods  and  services  at,  but  not  above,  levels  sufficient  to 
buy  the  goods  and  services  the  economy  is  capable  of  producing.  Since 
inadequate  demand  has  in  recent  years  been  a  major  cause  of  unemploy- 
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ment  and  excess  capacity,  expansion  of  demand  has  been  and  remains  a 
principal  task  of  government  policy.  But  expansion  of  demand  is  not  the 
whole  answer.  The  functioning  of  markets  for  labor  and  for  its  products 
can  be  improved  in  ways  which  will  bring  into  effective  use  a  greater  pro- 
p>ortion  of  the  Nation’s  productive  resources.  Government  policy  can  play 
a  role  here  too.  These  two  aspects  of  the  current  economic  situation,  and 
the  relevance  of  current  and  proposed  policies,  are  discussed  in  Chapter  1. 

The  second  objective — to  accelerate  the  growth  of  the  productive  pow¬ 
ers  of  the  United  States — is  the  subject  of  Chapter  2.  The  United  States 
has  joined  its  partners  in  the  Organization  for  Economic  Cooperation  and 
Development  (OECD)  in  setting  “as  a  collective  target  the  attainment 
during  the  decade  from  1960  to  1970  of  a  growth  in  real  gross  national 
product  of  50  jjercent  for  the  20  Member  countries  taken  together.”  This 
growth  in  production  in  Eurofx*  and  North  .\merica  is  intended  to  lead 
both  to  an  increase  in  standards  of  living  in  the  industrial  countries  and 
to  “a  significant  increase  in  aid  to  less  developed  countries.” 

The  OECD  declaration  underscores  the  fact  that  free  nations  must 
pursue  their  economic  objectives  in  concert.  U.S.  policy  under  the 
Employment  Act  must  take  full  account  of  our  international  economic 
transactions.  Chapter  3,  therefore,  examines  the  U.S.  balance  of  pay¬ 
ments  and  the  external  position  of  the  dollar,  particularly  as  they  are 
related  to  domestic  economic  developments  and  policies. 

The  necessity  of  moving  toward  balance  in  U.S.  international  accounts 
has  given  price  stability  new  and  comp)elling  importance  as  a  requirement 
of  economic  policy  for  recovery  and  growth.  An  appropriate  and  re¬ 
sponsive  structure  of  relative  prices  is  equally  important,  to  bring  resources 
into  full  and  efficient  use  and  to  guide  the  growing  productive  capacity  of 
the  economy  to  serve  the  Nation’s  changing  needs.  Competition  and 
mobility  of  resources,  by  contributing  tp  the  efficiency  and  flexibility  of  the 
price  structure,  will  at  the  same  time  weaken  upward  pressures  on  the  price 
level  which  sometimes  accompany  and  endanger  high  employment.  Chap¬ 
ter  4  is  a  discussion  of  recent,  current,  and  prospective  developments  and 
p>olicies  affecting  the  course  of  prices  in  the  United  States. 

Full  utilization  of  manpower  and  other  productive  resources,  faster 
growth  in  capacity  to  produce,  balance  of  payments  equilibrium,  and  price 
stability — these  are  necessarily  the  tasks  of  U.S.  economic  policy  today. 
Significant  progress  has  been  made  toward  achieving  all  of  them  in  1961. 
In  many  important  respects  they  are  complementary;  especially  in  the  long 
run,  mea.sures  which  advance  one  task  advance  the  others.  But  in  other 
respects  they  are  difficult  to  reconcile;  measures  useful  for  one  purpose  may 
be  harmful  for  another.  As  perhaps  never  before,  the  complexity  and  the 
importance  of  the  tasks  facing  the  U.S.  economy  in  this  decade  challenge 
the  wisdom  and  vision  of  Government  and  of  all  sectors  of  the  private 
economy. 
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(lhapter  1 


Toward  Full  Recovery 

PART  I:  OBJECTIVES,  PROGRESS,  AND  PROSPECTS 

The  U.S.  economy  made  substantial  advances  in  1961  toward  the 
goals  of  the  Employment  Act:  “maximum  employment,  production, 
and  purchasing  power.”  Total  production  rose  to  a  record  rate  of  $542 
billion  a  year  in  the  fourth  quarter,  $41  billion  above  the  level  at  the 
beginning  of  the  year.  Unemployment,  which  had  been  close  to  7  percent 
of  the  labor  force  ever  since  December  1960,  fell  sharply  toward  the  end 
of  1961;  the  rate  was  6.1  percent  in  December.  The  annual  rate  of  in¬ 
come,  after  taxes,  of  the  .American  people  rose  from  $1,940  per  capita  in 
the  first  quarter  to  $2,0.32  per  capita  in  the  last  quarter  of  1961.  These 
gains  in  disposable  income  were  almost  entirely  real  gains  in  purchasing 
power.  Prices  were  virtually  stable  during  the  year;  the  consumer  index 
rose  only  0.6  percent  between  December  1960  and  November  1961.  As  the 
year  ended,  the  economy  was  advancing  vigorously. 

Government  fiscal  and  monetary  policies  contributed  strongly  to  the  favor¬ 
able  economic  developments  of  the  past  year.  Although  the  downswing 
probably  would  have  ended  early  in  1961  in  any  case,  the  impressive  pace 
of  the  economic  expansion  must  be  attributed  in  large  measure  to  govern¬ 
ment  actions.  A  summary-  of  the  .Administration’s  program  in  1961  to 
promote  economic  recovery  is  given  in  the  .Appendix  to  this  chapter. 

In  spite  of  the  significant  gains  of  1961,  the  economy  at  the  turn  of  the 
year  still  fell  short  of  the  standards  set  forth  in  the  Employment  Act.  Too 
many  persons  “able,  willing,  and  seeking  to  work”  were  unable  to  find 
“useful  employment  opportunities.”  Even  at  record  levels,  national  pro¬ 
duction  had  not  yet  reached  its  potential  at  full  employment;  and  the 
purchasing  power  of  the  .American  people— the  command  over  goods  and 
services  represented  by  their  incomes— was  still  too  low. 

The  prospect  for  1962  is  a  continuation  of  the  favorable  trend  of  1961. 
Whether  the  current  expansion  is  sufficiently  strong  and  durable  to  carry 
the  economy  to  “ma.\imum  employment,  production,  and  purchasing 
power”,  no  one  can  now  foretell  with  certainty.  Current  and  proposed 
government  actions  will  continue  to  give  strong  support  to  economic 
expansion.  If  these  are  coupled  with  continued  strength  in  the  private 
economy,  the  current  expansion  would  reduce  unemployment  to  4  percent 
of  the  labor  force  by  mid- 1963.  But,  given  the  inevitable  uncertainties, 
government  policy  must  be  alert  and  flexible,  ready  to  promote  the  achieve- 
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merit  of  full  recovcr\-  w  ithin  the  coming  fiscal  year  and  to  counteract  devel¬ 
opments  which  might  threaten  its  attainment.  'I'he  President  has  made 
important  proposals  to  increase  the  effectiveness  and  flexibility  of  govern¬ 
ment  fiscal  {X)licy;  these  are  discussed  at  length  in  Part  II  of  this  chapter. 

Part  I  of  this  chapter  discusses,  first,  the  current  implications  of  the  ob¬ 
jectives  of  the  Employment  .Act :  “maximum  employment”  as  a  guide  to 
the  fiscal  and  monetar\-  policies  of  Ciovernment  and  to  other  public  and  pri¬ 
vate  policies  of  equal  ultimate  importance;  and  the  potential  production 
and  purchasing  power  of  the  .American  economy  at  levels  of  employment 
which  full  recovery  can  achieve.  Next,  it  describes  the  progress  of  the 
economy  in  1961  toward  these  objectives  and  the  outUxik  for  (  ontinued  ad¬ 
vance  in  1962.  Part  II  of  the  chapter  discusses  go\  eminent  policies  for 
full  recoveiA'  and  maximum  employment,  with  special  emphasis  on  the 
-Administration’s  policies  in  1961  and  its  programs  under  way  or  proposed 
for  the  coming  year. 

The  Objec.tive  of  M.\xiMt  M  Employment 

Reasons  for  Concern  over  Unemployment 

The  great  depression  led  this  Nation,  and  most  othiT  nations  of  the 
free  world,  to  assume  national  res}K)nsibility  for  the  human  tragedy  and 
economic  waste  of  invohmtar\-  unemployment.  Unemployment  had  pre¬ 
viously  been  regarded  as  almost  solely  the  personal  resfxrnsibility  of  the 
individual;  now  it  came  to  be  acknowledged  as  a  charge  on  the  conscience 
of  the  Nation.  The  mass  unemployment  of  the  1930's  led  to  new  under¬ 
standing:  that  to  be  unemployed  is  not  to  be  unemployable;  that  job  opjxir- 
tunities  for  individual  workers  depend  on  national  economic  circum¬ 
stances  beyond  their  control. 

There  are  three  principal  reasons  why  involuntars'  unemployment  is  a 
national  concern:  (1)  the  human  obligation  to  prevent  and  to  relieve 
economic  distress,  (2'  the  basic  principle  of  a  free  economy  that  an  indi¬ 
vidual  should  be  able  to  choose  freely  how  to  use  his  time,  whether  to  work 
for  pay  or  not,  and  (3)  the  economic  waste  of  leaving  productive  resources 
idle. 

Preventing;  economic  distress.  First,  a  wealthy  nation  cannot  in  g(K)d 
conscience  permit  its  citizens  to  be  inadequately  nourished,  clothed,  or 
housed;  its  sick  to  be  denied  medical  care;  or  its  young  to  be  deprived  of 
schooling.  Unemployment  insurance  and  public  assistance  are  recogni¬ 
tions  of  this  social  obligation.  But  they  are  not  substitutes  for  the  oppor¬ 
tunity  to  earn  income  from  useful  employment.  For  the  breadwinner  and 
his  family,  unemployment  means  a  reduction  in  living  standards.  Only 
about  three-fifths  of  the  unemployed  in  1961  were  receiving  unemployment 
insurance  benefits.  Even  those  who  were  insured  gimerally  found  weekly 
benefits  a  pale  shadow  of  their  lost  wages.  When  the  unemployment  insur¬ 
ance  program  was  inaugurated  in  the  late  1930’s,  the  goal  was  to  provide 
benefits  equal  to  about  half  of  previous  earnings.  As  Table  1  indicates. 
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benefits  now  do  not  meet  this  standard.  The  Administration  has  proposed 
permanent  legislation  to  strengthen  the  unemployment  insurance  system 
in  this  and  other  respects. 

I  ABi  hi.  W'rrkly  rarriirigs  ni  srlnlrJ  mdustrirsy  and  unrrnpluyrn^nl  insurance  henfjits, 

Wetkly 

llnii  in’eragp, 

1961 

riipiiiployiiii'iit  insuniticp  iN-ncflts,  itll  Inilustrics  ' 
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Kcliiil  (rudi-  ..  _ 

Mitnufactiiriiii!  .  . 
r<'li'pli(iiu-  ruiiiiimiilciitioii 
WIkiIpshU'  trudc 
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For  all  tix)  many,  unemployment  has  not  been  simply  an  um  omfortable 
interlude  between  jobs  but  a  catastrophe  of  long  duration;  almost  one-third 
of  tho.se  unemployed  in  Dei  ember  1961  had  been  out  of  work  for  15  or  more 
weeks  and  one-si.xth  had  been  unemployed  for  at  least  27  weeks.  Family- 
savings  vanish  when  unemployment  is  prolonged. 

Unemployment  is  not  a  perfect  measure  of  the  incidence  of  economic 
distress.  P'ailure  to  find  work  does  not  entail  pKiverty  for  some  unemployed 
[x*rsons:  women  whose  husbands  have  good  jobs,  young  people  who  can 
fall  back  on  well-to-do  parents,  older  people  who  have  assured  livelihoods 
from  projx-rty  incomes  or  annuities,  people  who  earn  an  adequate  annual 
income  from  work  at  a  seasonal  occupation  during  part  of  a  year.  On  the 
other  hand,  there  are  many  causes  of  economic  distress  other  than  unem¬ 
ployment.  Some  persons,  though  employed,  suffer  from  reduced  and  in¬ 
adequate  incomes  resulting  from  failure  to  obtain  more  than  part-time  or 
occasional  work,  or  to  earn  decent  returns  from  long  hours  of  self-employ¬ 
ment  on  the  farm  or  in  the  shop.  Other  individuals  are  not  regarded  as 
unemployed  simply  because,  discouraged  by  a  lack  of  suitable  opportunities, 
they  have  abandoned  the  search  for  jobs.  Included  in  this  group  are  in¬ 
dividuals  with  personal  disabilities  who  can  find  jobs  only  when  labor 
markets  are  tight. 

Nevertheless,  changes  in  unemployment  are  indicative  of  changes  in  the 
over-all  magnitude  of  economic  distress.  The  same  conditions,  of  gen¬ 
eral  prosperity  which  lead  to  lower  unemployment  figures  also  lead  to 
lower  rates  of  involuntary  part-time  idleness,  to  better  rewards  from  self- 
employment,  and  to  more  job  opjX)rtunities  for  persons  on  the  fringes  of 
the  labor  force.  While  effective  measures  to  provide  adequate  job  oppor¬ 
tunities  will  not  solve  all  problems  of  economic  distress,  they  will  solve  a 
substantial  share  of  them.  .And  without  successful  policy  against  general 
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unemployment,  other  attacks  on  poverty  and  insecurity  stand  little  chance 
of  success. 

Assuring  free  choice.  The  second  reason  for  national  concern  over  unem¬ 
ployment  is  the  basic  principle  of  a  free  economv.  embodied  in  the  Emplov- 
ment  .^ct.  that  “useful  employment  opportunities”  b«-  afforded  “for  those 
able,  willing,  and  seeking  to  work.”  free  societv  abhors  forced  idleness  as 
well  as  forced  labor.  This  principle  does  not  applv  a  means  or  lu-eds  test  for 
job-seekers.  It  acknowledges  that  mature  individuals  should  be  able  to 
choose  for  themselves  how  they  spend  their  time,  as  between  eainful  emplov- 
ment.  housework,  leisure,  and  education.  Involuntarv  unemployment  can 
destroy  morale  and  freedom  of  choice  whether  or  not  the  individual  is  in 
economic  need.  .Americans  want  to  work.  Neither  welfare  programs  nor 
personal  means  can  erase  the  frustration  of  the  individual  who  is  forced 
to  conclude  that  society  does  not  need  or  want  his  contribution.  The 
general  preference  for  gainful  work  over  unemployment,  however  well 
compensated,  is  demonstrated  by  the  low  levels  of  unemployment  in  areas 
with  buoyant  labor  markets,  in  occupations  with  ample  job  op})ortunities. 
and  in  the  population  at  large  during  years  of  prosperity. 

Avoiding  economic  zvaste.  Finally,  excessive  unemployment  is  a  waste  of 
productive  resources.  When  these  resources  are  left  idle,  the  useful  goods 
and  ser\  ices  they  could  have  produced  are  forever  lost  to  the  Nation.  These 
losses  would  be  enormously  wasteful  at  any  time.  They  are  dangerous  in  a 
decade  when  the  economy  must  not  only  meet  compelling  domestic  needs  but 
underwrite  the  defense  of  freedom  throughout  the  world.  In  coupling  maxi¬ 
mum  production  and  purchasing  power  with  maximum  employment,  the 
Employment  .Act  recognizes  the  losses  of  national  output  and  real  income 
associated  with  unemployment.  .An  estimate  of  these  losses  in  present  cir¬ 
cumstances  is  attempted  below.  Changes  in  the  unemployment  rate  are 
roughly  indicative  of  changes  in  the  “gap”  between  realized  and  potential 
production.  The  same  measures  of  policy  which  will  lower  unemployment 
will  also  raise  national  output  closer  to  capacity  to  produce.  The  national 
economic  losses  associated  with  unemployment  are,  of  course,  quite  inde¬ 
pendent  of  the  individual  circumstances  of  the  unemployed.  If  housewives, 
elderly  persons,  and  teen-agers  on  vacation  from  school  are  eager  and  able  to 
produce  useful  goods  and  services,  it  is  foolish  and  wasteful  for  the  Nation  to 
forego  their  contributions. 

Measures  of  unemployment.  The  global  measure  of  unemployment  as  a 
percentage  of  the  civilian  labor  force,  provided  monthly  bv  the  Current 
Population  Survey  and  published  by  the  Bureau  of  Labor  Statistics,  is  the 
best  single  measure  of  the  economic  distress,  the  frustration  of  free  choice, 
and  the  economic  waste  associated  with  unemployment.  But  there  are  other 
measures  of  independent  interest,  f'our  of  these  measures,  along  with 
the  global  rate,  are  shown  in  Chart  1 ; 

(1)  The  unemployment  rate  among  experienced  ziage  and  salary 
workers — those  who  have  already  held  at  least  one  job.  This  measure 
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excludes  the  self-employed  and  new  entrants  to  the  labor  force.  (2)  The 
unemployment  rate  ariiont?  married  men  living  with  their  wives.  This 
measure  relates  to  individuals  whose  commitment  to  the  labor  force  is 
permanent  and  ne(  essary  to  the  support  of  their  families.  It  does  not 
cover  all  individuals  with  such  a  commitment,  and  conceptually  it  is  in¬ 
appropriate  both  as  a  measure  of  economic  waste  and  as  an  indicator  of 
involuntary  unemployment  atnoni?  persons  “able,  vvillini?,  and  seeking  to 
work.”  (3)  A  full-time  equivalent  me-asurc  which  (a)  adds  to  the  wholly 
unemployed  the  full-time  e(juivalent  of  work  lost  by  involuntar\’  part-time 
employment  and  (b)  subtracts  the  self-employed  from  both  the  labor  force 
and  civilian  employment  on  the  grounds  that  they  are  not  subject  to  the 
risk  of  unemployment.  This  concept  has  merit  as  a  measure  of  economic 
waste  and  of  imbalance  in  markets  for  hired  labor.  (4)  The  number  of 

CHART  1 

Measures  of  Unemployment 

PERCENT  UNEMPLOYED 
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long-term  unemployed,  those  who  have  been  jobless  for  more  than  15  weeks, 
as  a  percentage  of  the  labor  force.  This  rate  is  an  important  measure  of 
the  financial  and  social  distress  caused  by  the  concentration  of  prolonged 
unemployment  on  a  small  fraction  of  the  labor  force. 

The  differences  among  these  measures  reveal  more  clearly  than  any 
single  measure  the  anatomy  of  unemployment.  But  they  show  no  system¬ 
atic  tendency  to  widen  or  narrow.  If  due  allowance  is  made  for  volatility 
in  month-to-rnonth  movements  all  five  measures  tell  the  same  story'  about 
changes  in  economic  conditions. 

Full  Employment  as  the  Objective  of  Stabilization  Policy 

The  goal  of  the  Employment  Act  is  “maximum  employment,"  or  to  put 
it  the  other  way  round — minimum  unemployment.  Ideally,  all  jxrsons 
able,  willing,  and  seeking  to  work  should  be  continuously  employed.  In¬ 
voluntary’  unemployment  is  an  individual  and  social  evil.  No  one  would 
prefer  for  its  own  sake  a  higher  rate  of  unemployment  to  a  lower  one.  But 
zero  unemployment  is  unattainable.  A  more  meaningful  figure  is  needed 
to  give  content  to  the  realistic  and  forceful  declaration  of  |X)Iicy  in  the 
Employment  Act.  A  feasible  interim  goal  must  reflect  a  bal.mcing  of 
employment  and  production  objectives  with  other  considerations  of  national 
policy,  within  the  limits  set  by  the  existing  characteristics  of  the  economy. 
Such  a  goal  is  set  forth  in  the  discussion  which  follows.  We  must  not  for¬ 
get,  however,  that  any  practical  unemployment  goal  is  only  a  temporary 
compromise,  and  its  attainment  must  never  he  an  occasion  for  relaxation, 
but  rather  an  incentive  to  search  out  ways  to  achieve  a  still  lower  rate. 

The  partial  conflict  which  exists  between  minimum  unemployment  and 
certain  other  national  objectives — and  which  imposes  the  necessity  of  strik¬ 
ing  a  balance  between  them-  results  mainly  from  the  fact  that  these  other 
objectives  arc  ser\’ed  by  stability  of  the  general  price  level.  Given  the 
existing  structure  of  the  economy  and  the  nature  of  the  processes  by  which 
prices  and  wages  arc  determined,  a  serious  attempt  to  push  unemployment 
close  to  zero  would  produce  a  high  rate  of  price  inflation.  The  result  would 
be  a  weakening  of  the  competitive  position  of  U.S.  products  in  world  mar¬ 
kets,  an  arbitrary  redistribution  of  real  income  and  wealth,  and  a  threat  of 
even  more  serious  consequences  if  expectations  of  further  inflation  should 
become  dominant. 

Happily,  however,  the  conflict  between  the  goals  served  by  price  stability 
and  the  goal  of  minimum  unemployment  is  only  partial.  Stabilization 
p>olicy — policy  to  influence  the  level  of  aggregate  demand — can  strike  a 
balance  between  them  which  largely  avoids  the  consequences  of  a  failure 
in  either  direction.  Furthermore,  the  degree  of  conflict  can  be  diminished 
by  private  and  public  policies  which  improve  the  functioning  of  labor  and 
product  markets. 

There  are  various  possible  causes  of  unemployment,  on  the  one  hand, 
and  of  inflationary  pressure,  on  the  other.  These  causes  may  be  grouped 
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into  (1)  those  related  to  aggregate  demand  and  (2)  those  related  to  the 
structure  and  functioning  of  markets.  It  is  necessary  to  distinguish  care¬ 
fully  between  these  two  groups  of  causes  in  setting  an  appropriate  target 
for  stabilization  policy. 

The  relation  of  aggregate  demand  and  of  structural  causes  to  unemplcrv- 
ment  may  be  briefly  described  as  follows: 

( 1 )  The  total  effective  demand  for  goods  and  service's — by  consumers, 
businesses,  and  governments- may  be  insufhcient  to  employ  all  the  persons 
seeking  work  at  existing  wage  rates. 

(2)  Workers  may  be  idle  while  vacancies  are  unfilled.  This  may  arise 
because  the  workers  live  tcx^  far  away  from  the  available  jobs,  are  not  quali¬ 
fied  for  them,  or  simply  are  unaware  of  their  existence.  In  a  dynamic  econ¬ 
omy,  there  will  always  be  workers  between  jobs,  some  seeking  new  positions 
out  of  preference,  some  displaced  by  economic  and  technological  change. 
New  entrants  to  the  labor  force  will  similarly  be  unemployed  while  locating 
jobs  suitable  to  their  qualifications  and  preferences.  'I'he  length  of  “fric¬ 
tional”  unemployment  for  any  one  worker,  and  the  size  of  the  pool  of  fric- 
tionally  unemployed,  depend  on  how  smoothly  the  labor  market  functions, 
how  well  the  skills,  experience,  and  (jualifications  of  workers  match  the 
sp>ecifications  of  available  jobs,  how  ready  workers  are  to  change  residence 
and  occupation,  how  adequate  are  facilities  for  training  and  retraining, 
and  how  rapidly  displacements  resulting  from  economic  change  are  occur¬ 
ring.  Structural  unemployment  may  be  regarded  as  an  extreme  form  of 
frictional  unemployment.  It  occurs  when  inability  or  failure  to  make  the 
necessary  adjustments  concentrates  unemployment  of  long  duration  on  dis- 
j)laced  workers  in  particular  areas  and  cxcupations,  while  elsewhere  jobs 
are  seeking  workers  of  (piite  different  (lualifications. 

Similarly,  aggregate  demand  and  the  structure  of  markets  are  related  to 
the  price  level,  as  follows: 

( 1 )  Inflation  may  result  from  excessive  aggregate  demand.  Demands 
for  goods  and  services  by  consumers,  businesses,  and  governments  may 
add  to  a  total  which  exceeds  the  amount  that  the  economy  can  supply. 
Prices  will  be  bid  up  in  all  markets,  and,  as  business  firms  try  to  expand  out¬ 
put  in  order  to  seize  the  profit  o|)portunities  presented,  increases  in  wages 
and  in  costs  of  materials  will  follow.  The  resulting  rise  in  incomes  will 
reinforce  and  renew  the  process.  In  less  extreme  circumstances,  aggregate 
demand  may  press  hard  upon,  but  not  exceed,  the  economy's  productive 
c  apacity.  Increases  in  prices  and  wages  may  occur  nevertheless,  reflecting 
the  need  to  obtain  additional  output  by  using  labor  and  capital  more  inten¬ 
sively  by  making  greater  use  of  overtime  labor,  by  attracting  workers  from 
great  distances,  by  making  employment  attractive  to  persons  formerly  not  in 
the  labor  force,  and  by  making  use  of  obsolescent  capacity  and  inefficient 
production  techniques. 

(2)  Upward  pressure  on  prices  may  originate  in  those  sectors  of  the 
economy  where  competitive  forces  are  weak  and  large  corporations  and 
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unions  have  a  considerable  degree  of  discretion  in  setting  prices  and  wages. 
(This  discretion,  and  the  public  interest  in  its  responsible  exercise,  are 
discussed  in  Chapter  4. )  There  are  two  ways  in  which  wage  and  price 
decisions  in  these  sectors  may  put  upward  pressure  on  the  general  price  level. 
First,  prices  may  be  increased  when  demand  is  not  strong  in  the  aggregate 
or  even  in  the  sfjecific  industries  involved.  Because  the  prices  of  these 
industries  affect  costs  elsewhere,  increases  in  their  prices  tend  to  spread 
throughout  the  economy.  Second,  prices  in  these  sectors  may  remain  con¬ 
stant  in  the  face  of  declining  demand,  although  they  rise  in  times  of 
increasing  demand.  The  result  in  the  long  run  is  an  upward  drift  in  prices 
in  these  industries,  which  again  tends  to  be  transmitted  to  the  whole 
economy. 

Expansion  of  aggregate  demand  is  clearly  the  specific  remedy  for  un¬ 
employment  caused  by  a  deficiency  of  aggregate  demand.  Excessive  ag¬ 
gregate  demand,  however,  is  a  source  of  inflationary  pressure.  Conse¬ 
quently,  the  target  for  stabilization  policy  is  to  eliminate  the  unemployment 
which  results  from  inadequate  aggregate  demand  without  creating  a 
demand-induced  inflation.  A  situation  in  which  this  is  achieved  can 
appropriately  be  described  as  one  of  “full  employment,”  in  the  sense  that 
further  expansion  of  expenditure  for  goods  and  services,  and  for  labor  to 
produce  them,  would  be  met  by  only  minor  increases  in  employment  and 
output,  and  by  major  increases  in  prices  and  wages.  Correspondingly,  ex¬ 
pansion  of  demand  beyond  full  employment  levels  would  involve  a  major 
sacrifice  of  the  objectives  served  by  price  stability,  and  only  a  minor  gain 
with  respect  to  the  goal  of  maximum  employment. 

The  selection  of  a  particular  target  for  stabilization  policy  does  not  com¬ 
mit  policy  to  an  unchangeable  definition  of  the  rate  of  unemployment  cor¬ 
responding  to  full  employment.  Circumstances  may  alter  the  responsive¬ 
ness  of  the  unemployment  rate  and  the  price  level  to  the  volume  of  aggre¬ 
gate  demand.  Current  experience  must  therefore  be  the  guide. 

In  the  existing  economic  circumstances,  an  unemployment  rate  of  about 
4  percent  is  a  reasonable  and  prudent  full  employment  target  for  stabilization 
policy.  If  we  move  firmly  to  reduce  the  impact  of  structural  unemploy¬ 
ment,  we  will  be  able  to  move  the  unemployment  target  steadily  from 
4  percent  to  successively  lower  rates. 

The  recent  history  of  the  U.S.  economy  contains  no  evidence  that  labor 
and  commodity  markets  are  in  general  excessively  “tight”  at  4  percent  un¬ 
employment.  Neither  does  it  suggest  that  stabilization  policy  alone  could 
press  unemployment  significantly  below  4  percent  without  creating  sub¬ 
stantial  upward  pressure  on  prices. 

When  unemployment  was  about  5  percent,  as  in  1959  before  the  steel 
strike  and  in  the  first  half  of  1960,  the  economy  showed  many  indep>endent 
symptoms  of  slack,  notably  the  substantial  underutilization  of  plant  and 
equipment  capacity.  The  wholesale  price  index  fell  at  a  rate  of  0.2  percent 
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a  year  in  the  15  months  April  1959-July  1960;  and  at  the  consumer  level, 
prices  of  commodities  other  than  food  rose  at  a  rate  of  only  0.6  percent. 

The  economy  last  experienced  4  percent  unemployment  in  the  period 
May  1955-August  1957,  when  the  unemployment  rate  fluctuated  between 
3.9  percent  and  4.4  percent  (seasonally  adjusted) .  During  this  period,  prices 
and  wages  rose  at  a  rate  which  impaired  the  competitiveness  of  some  U.S. 
products  in  world  markets.  However,  there  is  good  reason  to  believe 
that  upward  pressures  of  this  magnitude  are  not  a  permanent  and  syste¬ 
matic  feature  of  our  economy  when  it  is  operating  in  the  neighborhood 
of  4  p<*rcent  unemployment.  The  1955-57  boom  was  concentrated  in 
durable  manufactured  goods — notably  automobiles  (in  1955),  machinery 
and  equipment,  and  primary  metals.  The  uneven  nature  of  the  expansion 
undoubtedly  accentuated  the  wage  and  price  pressures  of  those  years. 
.Moreover,  the  review  of  the  present  price  outlook  in  Chapter  4  p>oints  to  a 
recent  strengthening  in  the  forces  making  for  price  stability.  The  experi¬ 
ence  of  1955-57  is  nevertheless  sob<‘ring,  and  experience  at  higher  levels 
of  activity  will  be  needed  to  indicate  whether  stabilization  policy  can  now 
undertake  a  more  ambitious  assignment  than  4  percent  unemployment. 

There  is  no  precise  unemployment  rate  at  which  expansion  of  aggre¬ 
gate  demand  suddenly  ceases  to  affect  employment  and  begins  to  affect 
solely  the  general  price  level.  The  distinction  between  aggregate  demand 
effects  and  structural  effects  is  a  matter  of  degree,  both  for  employment 
and  for  the  general  price  level.  Sufficiently  high  levels  of  aggregate 
demand  can,  and  have  in  the  past,  cut  deeply  into  frictional  and  struc¬ 
tural  unemployment.  When  vacancies  are  numerous,  the  time  required 
to  find  an  attractive  job  is  reduced.  When  there  are  vacancies  every¬ 
where,  no  one  needs  to  travel  far  to  find  a  job.  And  when  no  applicant 
for  a  job  meets  its  exact  specifications,  the  specifications  may  well  be 
adjusted.  Similarly,  the  degree  of  inflationary  pressure  arising  from  dis¬ 
cretionary  price  and  wage  setting  is  not  independent  of  the  general 
strength  of  demand.  Presumably,  this  pressure  could  be  entirely  eliminated 
bv  sufficient  weakness  in  aggregate  demand  if  that  were  the  sole  objective  of 
stabilization  policy. 

But  while  stabilization  policy  would  not  be  an  ineffective  cure  for 
either  one  or  the  other  of  these  economic  ailments,  it  would  be  an  extremely 
expensive  cure.  On  the  one  hand,  attempting  to  reduce  frictional  and 
structural  unemployment  by  a  highly  inflationary  expansion  of  demand 
would  court  disaster  in  our  balance  of  payments  position.  On  the  other 
hand,  an  attempt  to  restrict  aggregate  demand  so  severely  as  to  eliminate  all 
risk  of  an  increase  in  the  general  price  level  might  well  involve  keeping  the 
economy  far  below  full  employment.  This  would  mean  sacrifice  rather  than 
achievement  of  both  of  the  major  goals  that  price  stability  serves;  Equity 
would  be  sacrificed  because  the  economy  as  a  whole,  and  the  unemployed  in 
particular,  would  suffer  as  a  result  of  the  manner  in  which  a  few  individuals 
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and  g^roups  exercise  their  economic  power.  Eventuallv,  the  balance  of 
paNTTients  would  also  be  weakened:  under  conditions  of  prolonged  unem¬ 
ployment  and  excess  capacity,  the  investment  needed  to  keep  our  exports 
competitive  in  quality  and  cost  would  be  unlikelv  to  occur. 

The  4  percent  interim  ^oal  refers  to  the  (global  measure  of  imemploNTuent 
as  a  percentaj^e  of  the  civilian  labor  force.  .An  objective  stated  in  terms  of 
any  of  the  other  measures  of  unemplovment  discussed  above  would  have 
the  same  implications  for  stabilization  policy,  for  the  various  measures  tell 
the  same  story  with  respect  to  the  dee^ree  of  over-all  tiehtness  in  the 
economy.  The  particular  numerical  statement  of  the  {joal  must,  of  course, 
change  with  the  unemployment  concept  used.  For  example.  4  percent  in 
terms  of  the  global  measure  is  roughly  equivalent  to  a  rate  of  2''4  percent 
among  married  men  living  with  their  wives:  the  latter  figure,  thoueh  lower, 
is  at  least  as  serious  as  the  former  in  its  implications  for  the  human  conse¬ 
quences  of  unemployment.  Corresponding  ficrures  for  the  other  measures 
of  unemployment  are  4''4  percent  amonc:  (Experienced  watje  and  salary- 
workers,  6’4  percent  for  the  full-time  equivalent  concept,  and.  if  the  4 
percent  global  rate  is  long  sustained,  a  two-thirds  of  one  percent  rate  of 
long-term  unemployment. 

Unemployment  of  4  percent  is  a  modest  goal,  but  it  must  be  emphasized 
that  it  is  a  goal  which  should  be  achievable  bv  stabilization  policy  alone. 
Other  policy  measures,  referred  to  in  the  next  section  and  discussed  in  de¬ 
tail  in  Part  II  of  this  chapter,  will  help  to  reduce  the  goal  attainable  in  the 
future  below  the  4  percent  figure.  Meanwhile,  the  policies  of  business  and 
labor,  no  less  than  those  of  Government,  will  in  large  measure  determine 
whether  the  4  percent  figure  can  be  achieved  and  fx^rhaps  bettered  in  the 
current  recovery,  without  unacceptable  inflationary  pressures. 

Full  Employment  and  Structural  l^nemployment 

One  w-ay  to  raise  the  attainable  level  of  full  emplovment  is  to  reduce  fric¬ 
tional  and  structural  unemployment  by  improving  the  mobility  of  labor 
and  the  efficiency  of  labor  markets.  The  amount  of  frictional  and  structural 
unemployment  varies  from  country  to  country  and  from  time  to  time  within 
any  one  country.  It  has  sometimes  been  suggested  that,  though  a  4-percent 
unemployment  rate  was  once  achievable  in  the  United  States  with  adequate 
levels  of  demand,  it  is  no  longer  a  feasible  goal  because  of  increasing  tech¬ 
nological  displacement  of  workers,  rapid  obsolescence  of  skills,  intractable 
pockets  of  depression,  and  greater  numbers  of  young  people  swelling  the 
labor  force.  Careful  analyses  at  the  Council  and  elsewhere — notably  in  a 
recent  report  by  the  staff  of  the  Joint  Economic  Committee  of  the  Con¬ 
gress — lend  no  support  to  the  view-  that  frictional  and  structural  unemploy¬ 
ment  is  a  rising  proportion  of  the  labor  force.  It  would  be  wholly  wrong, 
however,  to  conclude  that  improvement  in  the  structure  of  the  labor  market 
is  not  both  possible  and  of  high  importance. 
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The  displacement  of  labor  through  changes  in  technology,  consumer  tastes, 
and  the  geographic  distribution  of  industry  is  an  inevitable  part  of  the 
growth  of  a  free  and  progressive  economy.  But  the  level  of  unemployment 
corresponding  to  any  given  pace  of  progress  depends  on  the  smoothness  with 
which  markets  function.  The  size  of  the  pool  of  unemployed  workers,  like 
the  size  of  a  jxiol  of  water,  is  detenuined  jointly  by  the  flow  into  it  and  the 
flow  out  of  it.  The  flow  into  it  depends  on  the  rate  at  which  workers  leave 
jobs  or  are  displaced  and  on  the  rate  at  which  new  workers  enter  the  labor 
force  without  jobs.  The  flow  out  depends  on  the  speed  with  which  the 
unemployed  can  transfer  to  jobs  vacated  by  retirement,  and  to  other  skills, 
other  industries,  and  other  areas  where  jobs  are  available  in  e.xpanding 
s(‘ctors  of  the  economy. 

Kconomic  |K>li('y  can  reduce  tin*  size  of  the  pool  by  providing  opportuni¬ 
ties  for  vocational  training  and  retraining,  by  improving  the  flow  of  infor¬ 
mation  about  j(»b  opportunities,  by  facilitating  the  relocation  of  displaced 
workers,  by  acting  to  reduce  and  eliminate  discriminatoiy  hiring  practices, 
and  by  assisting  in  the  rehabilitation  of  depressed  areas  through  the 
renovation  of  public  facilities  and  the  attraction  of  viable  industry.  Admin¬ 
istration  policies  and  proposals  to  attain  these  ends  are  discussed  in  Part  II 
of  the  present  chapter. 

riie  benefits  to  the  United  States  from  the  pursuit  of  such  policies  are 
great.  In  their  absence,  many  of  our  citizens  become,  in  a  real  sense, 
victims  of  progress;  they  are  condemned  to  prolonged  periods  of  unemploy¬ 
ment  which  benefit  no  one  and  inflict  an  unjust  penalty  on  an  arbitrarily 
selected  few.  In  their  absence,  we  can  expect  resistance  to  technological 
progress  from  those  who  would  be  harmed  by  it  without  prospect  of  reward. 

file  returns  from  such  policies  do  not  come  instantaneously.  For  that 
reason,  we  should  undertake  them  now,  even  while  unemployment  and  excess 
capacity  are  widespread.  There  is  still  time  to  reap  the  benefits  of  the  re¬ 
duction  of  structural  unemployment  during  the  current  recovery.  But 
these  policies  are  no  substitute  for  an  adequate  level  of  demand.  Experi¬ 
ence  tells  us  that  the  pull  of  expanding  job  opportunities  is  a  vitally  neces¬ 
sary  condition  for  the  success  of  policies  to  assure  a  better  functioning 
labor  market. 

Fi  ll  Prodi  ction 

Productive  Potential 

The  Economic  Report  is  required  by  the  Employment  Act  to  set  forth 
“the  levels  of  employment,  production,  and  purchasing  power  obtaining  in 
the  United  States  and  such  levels  needed  to  carry  out  the  policy”  of  the 
Act.  In  accordance  with  the  obligation  to  set  forth  the  levels  of  production 
needed  to  carry  out  the  objectives  of  the  Act,  the  Council  has  made  the 
following  estimates:  (1)  In  the  first  quarter  of  1961,  a  gap  of  $51  billion 
(1961  prices,  annual  rate)  existed  between  actual  gross  national  product 
(GNP)  and  the  output  obtainable  at  full  employment.  (2)  By  the  last 
quarter  of  the  year,  recovery  had  narrow'ed  this  gap  to  about  $28  billion. 
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(3)  For  1961  as  a  whole,  production  avoraped  $40  billion  Im'Iow  potential. 

(4)  The  production  potential  for  the  year  1962  is  estimated  at  $580  billion 
(in  1961  prices). 

Estimates  of  this  kind  cannot,  of  course,  be  precise.  Hut  they  are  essential 
in  order  to  specify,  within  reasonable  margins  of  error,  a  current  measure  of 
“maximum  production"  linked  to  “maximum  employment."  'I’hey  indicate 
clearly  that  this  Nation  can  achieve  a  huge  bonus  of  output  and  income  by 
making  full  use  of  its  resources. 

The  level  of  unemployment  is  a  barometer  of  economic  waste.  Each 
percentage  point  of  progress  toward  4  percent  in  the  unemployment 
rate  has  meant  a  gain  of  roughly  3  pc'rcent  in  total  output  in  postwar  periods 
of  expansion. 

The  sources  of  potential  gains  in  output  accompanying  full  employment 
are  given  in  Table  2,  which  shows  the  gain  in  output  that  each  source  could 

Table  2. — Allocation  of  estimated  $10  hillion  Qap  between  potential  and  actual  s^ross  nationa 

product,  1901 

1  Billions  of  ilolliirs] 


Sourco 


Totol . 

lx)wer  unemployment . 

Larger  labor  force  in  response  to  greater  demand . 

Longer  hours  of  work  per  man  associated  with  higher  utiiiration . 

Greater  productivity  jkt  man-hour  associated  with  higher  utiiiration 

Source:  Council  of  Kconomic  .\dvisers. 

have  contributed  if  aggregate  demand  in  1961  had  been  sufficient  to  reduce 
unemployment  to  4  percent  of  the  labor  force.  The  figures  incorporate  evi¬ 
dence  from  postwar  relationships  among  labor  input,  productivity,  and  out¬ 
put.  An  unemployment  rate  of  4.0  percent  instead  of  6.7  percent  for  1961 
would  in  itself  have  increased  the  number  of  jobs  by  3  percent  of  actual 
emplo\Tnent.  But  it  would  have  raised  production  by  much  more,  about  8 
percent.  The  reason  that  improved  employment  conditions  yield  magnihed 
gains  in  output  is  that,  in  addition  to  putting  the  jobless  back  to  work,  they 
have  a  number  of  other  favorable  effects  on  output. 

Higher  output  would  have  accompanied  lower  unemployment  in  the 
following  manner: 

(1)  Actual  unemployment  in  1961  was  4.8  million  persons.  Given  the 
actual  1961  labor  force  of  71.6  million  persons,  2  million  of  the  unemployed 
would  have  been  at  work  at  an  unemployment  rate  of  4  percent. 

(2)  At  full  employment,  the  labor  force  would  probably  have  been  con¬ 
siderably  higher  in  1961  and  production  would  have  been  correspondingly 
increased.  Participation  in  the  labor  force  is  encouraged  by  greater  avail¬ 
ability  of  job  opportunities.  In  recent  years  of  slack  activity,  the  actual 
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labor  force  has  been  abnonnally  low  relative  to  the  number  of  persons  of 
working  age. 

(3)  Furthennore,  a  brisker  pace  of  economic  activity  is  accompanied  by 
a  higher  average  number  of  hours  a  week  worked  by  those  employed. 
Part-time  jobs  are  converted  into  full-time  employment,  and  overtime  work 
increases  in  private  nonfarm  industry. 

(4)  Because  of  these  three  factors-  less  unemployment,  larger  labor 
force,  and  longer  hours  of  work — labor  input  at  full  employment  in  1961 
would  have  exceeded  actual  labor  input  by  more  than  45/2  percent,  the 
equivalent  of  7  billion  man-hours.  'I'he  added  man-hours  could  have  in¬ 
creased  production  by  $24  billion,  at  existing  rates  of  productivity. 

(5)  The  higher  productivity  that  accompanies  fuller  use  of  resources 
would  have  meant  still  more  output.  In  recessions,  business  firms  cannot 
cut  back  their  labor  force  as  fast  as  their  output  falls.  Clerical  help  and 
sales  and  supervisor}-  personnel  are  essentially  “overhead.”  Moreover,  while 
firms  can  and  do  lay  off  production  workers,  they  do  so  only  with  reluctance, 
preferring  both  to  maintain  morale  and  to  avoid  the  expense  of  hiring  and 
training  new  labor  when  business  activity  recovers.  Recessions  thus  produce 
on-the-job  underemployment,  which  is  reflected  in  depressed  levels  of 
productivity.  In  movements  toward  full  employment,  recession  losses  in 
productivity  are  regained.  .\t  full  employment,  productivity  in  1961  would, 
according  to  past  evidence,  have  been  2  to  4  percent  higher  than  it  actually 
was.  This  gain  is  equivalent  to  a  $10  to  $20  billion  increment  of  GNP.  The 
table  shows  a  $16  billion  figure,  near  the  middle  of  the  range,  bringing  the 
total  estimated  gain  from  all  sources  to  $40  billion. 

These  calculations  receive  further  support  from  an  alternative  approach. 
Evidence  on  the  relationship  between  output  and  unemployment  suggests 
that  actual  GNP  in  mid- 1955,  when  the  unemployment  rate  was  close  to  4 
percent,  was  equal  to  potential  output.  The  trend  rate  of  growth  of  GNP, 
adjusted  for  changes  in  unemployment  levels,  has  averaged  about  3 /a  per¬ 
cent  in  the  post-Korean  period.  Thus  the  path  of  potential  GNP  can 
be  represented  by  a  3/2  percent  trend  from  actual  GNP  in  mid-1955 
(Chart  2).  The  1961  value  of  the  trend  exceeds  actual  output  by  $40 
billion,  which  is  equal  to  the  sum  of  the  components  described  above. 

The  distance  between  potential  and  actual  GNP  was  narrowed  by  $23 
billion  from  the  first  to  last  quarter  of  1961,  as  output  increased  by  $37 
billion  (1961  prices  >.  Among  the  four  factors  listed  above,  the  first  two, 
reduction  in  unemployment  and  increase  in  the  labor  force,  contributed 
less  to  the  gain  in  production  than  past  experience  would  have  suggested. 
Of  the  other  two  factors,  hours  of  work  in  nonfarm  industries  expanded 
roughly  in  accord  with  past  behavior;  but  man-hour  productivity  achieved 
an  exceptional  gain,  probably  above  6  percent  in  the  three  quarters  of 
expansion.  As  a  result,  the  7/2  percent  increase  in  total  production  was 
achieved  with  a  very  small  increase  in  employment:  nonfarm  employment 
increased  by  about  1  yi  percent,  but  this  rise  was  partially  offset  by  a  decline 
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CHART  2 


Gross  National  Product,  Actual  and  Potential, 
and  Unemployment  Rate 


BILLIONS  OF  DOLLARS  *  (Ratio  scolt) 


1953  1954  1955  1956  1957  1958  1959  I960  1961  1962  1963 

•SEASONALLY  ADJUSTED  ANNUAL  RATES 
Ijy^X  TREND  LINE  THROUGH  MIDDLE  OF  1955 

l/UNEMPLOYMENT  AS  PERCENT  OF  CIVILIAN  LABOR  FORCE,  SEASONALLY  ADJUSTED 

NOTE  A,  B,  AND  C  REPRESENT  GNP  IN  MIDDLE  OF  1943  ASSUMING  UNEMPLOYMENT  RATE  OF  43,  5%, 

AND  6%,  RESPECTIVELY 

SOURCES  DEPARTMENT  OF  COMMERCE.  DEPARTMENT  OF  LABOR.  AND  COUNCIL  OF  ECONOMIC  ADVISERS 
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in  agricultural  employment.  It  is  primarily  because  latent  productivity 
was  e.xploited  so  effectively  that  unemployment  remained  high. 

The  estimated  gap  of  $28  billion,  or  5  percent,  between  potential  and 
actual  output  in  the  fourth  quarter  of  1961  reflected  principally  a  shortfall 
in  persons  employed.  At  the  end  of  the  year,  there  was  room  for  a  slight 
further  rise  in  average  weekly  hours  worked.  The  impressive  gains  in 
productivity  during  the  year  brought  output  per  man-hour  at  the  year-end 
close  to  the  full  employment  level  indicated  by  past  experience.  Never¬ 
theless,  further  gains  in  productivity  as  a  result  of  fuller  utilization  of  exist¬ 
ing  capacity  may  still  be  ahead.  In  any  case,  further  additions  to  output 
during  the  coming  year  are  expected  to  require  larger  increa.ses  in  employ¬ 
ment  than  in  1961 . 

The  unempIoNinent  rate  will  fall  in  the  coming  year  if,  and  only  if,  pro¬ 
duction  continues  to  rise  in  relation  to  the  economy’s  potential.  The 
prospects  for  1962  are  discussed  later  in  this  chapter. 

A  full-utilization  economy  in  1963  would  provide  nearly  72  million  civilian 
jobs  and  generate  an  estimated  $600  billion  GNP  (1961  prices).  These 
figures—  5  million  more  jobs  and  nearly  $80  billion  more  output  than  1961 
levels — suggest  the  magnitude  of  the  opportunity  and  challenge  we  face. 
To  help  visualize  this  challenge  more  concretely.  Table  3  presents  an  illus¬ 
trative  pattern  of  employment,  productivity,  and  output  for  the  full  year 
1963  consistent  with  4  percent  unemployment. 


Table  3. — EmploYmmt,  output,  and  prodiutivity,  actual  and  V)63  illudrative 


1 

.Sector 

Employment  (millions  ^ 
of  t>ersons)  j 

Output  (billions  of  . 
dollars.  1961  prices)  j 

Output  t)er  employed 
pi'rson  (dollars) 

1 

1961 

actual 

196.1 

illustra¬ 
tive  1 

1961 

actual  > 

1963 

illustra¬ 
tive  > 

1961 

actual  > 

1963 

illustra¬ 
tive  > 

Total  economy  • . 

Aftricultural . 

Pilvatp  nona(tricultural... 
General  government  > . 

Addendum: 

69.  4 

h.h 

•■>4.2 

9.7 

74.3  1 

.1.2 

.18.8 

10.3 

521  2, 

21  0 

449  4 

.10.8 

600 

21 

52.1 

54 

7,500 

3.800 

8,300 

8. 100 

4.000 

8.900 

66.8 

4.8 

i  71.6 

3.0 

'  IIIiLitratlve  (>attem  pmjpcteil  at  4  j¥'r('*>nt  unemployment;  by  Council  of  Economic  .Sdvisers. 

•  Estimates  by  Council  of  Economic  .Sdvisers. 

*  Includes  military. 

Sources:  Department  of  Commerce  and  I>epartment  of  Labor  (except  as  noted). 

Plant  and  Equipment  Capacity 

Periods  of  slack  and  recession  in  economic  activity  lead  to  idle  machines 
as  well  as  idle  men.  Only  once  since  1949,  at  the  trough  of  the  1958 
recession,  was  there  more  excess  plant  and  equipment  capacity  in  U.S.  in¬ 
dustry  than  at  the  start  of  1961.  While  increases  in  output  during  the 
past  year  have  led  to  fuller  use  of  capital  facilities,  1962  begins  with 
considerable  room  for  expanded  output  from  existing  plant  and  equipment. 
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enough  room  to  permit  achievement  of  the  full  employment  goal.  This 
excess  capacity  is  available  to  be  tapped  on  demand.  It  is  easier  to  expand 
employment  at  stable  prices  when  tools  are  already  available  for  new  job¬ 
holders.  Otherwise,  capital  might  act  as  a  bottleneck,  obstructing  the  flow 
of  increased  demand  for  goods  into  improved  employment  opportunities 
for  labor. 

While  unused  capital  is  a  reserve  source  of  supply,  it  dampens  the  vigor 
of  demand.  .Although  much  of  investment  is  undertaken  primarily  for 
replacement  and  modernization,  investment  for  expansion  of  capacity  is 
imp>ortant  to  aggregate  demand  as  well  as  to  economic  growth.  Induce¬ 
ments  to  expand  plant  and  equipment  are  stronger  when  present  facilities 
are  fully  utilized.  The  rate  at  which  existing  capacity  is  utilized  also 
influences  the  ability  of  firms  to  finance  investment  out  of  retained  earnings. 
Unused  tools  are  a  drag  on  profits.  They  yield  no  return  and  they  impose 
overhead  costs  for  maintenance  and  depreciation. 

The  reliability  of  measures  of  productive  capacity  and  capital  stock  is 
severely  limited  by  both  conceptual  and  statistical  difficulties.  But  an 
increasing  amount  of  quantitative  evidence  is  becoming  available.  Care¬ 
fully  used,  it  can  be  very  helpful  in  arriving  at  the  needed  qualitative 
judgments  about  productive  capacity.  Two  series  of  data  on  capital 
utilization  from  1953  to  date  are  presented  in  Chart  3.  One  measures  the 
ratio  of  actual  output  to  capacity  output  for  all  manufacturing  industry. 
The  other  shows  the  output-capital  ratio:  the  ratio  of  the  value  of  total 
ouput  to  the  value  of  the  stock  of  plant  and  equipment,  both  expressed  in 
1954  prices,  covering  all  private  domestic  business  except  residential 
housing.  Although  the  two  measures  are  derived  by  substantially  different 
methods,  they  move  together  very  closely,  offering  encouraging  evidence 
of  their  general  validity  as  measures  of  capital  utilization. 

A  number  of  significant  points  are  evident  from  the  chart: 

(1)  Measures  of  capital  utilization,  like  unemployment  rates,  indicate 
the  {persistence  of  slack  in  the  economy  over  the  past  five  years.  Even  dur¬ 
ing  the  expansion  of  1959-60,  operating  rates  and  the  ratios  of  output  to 
the  stock  of  capital  remained  considerably  below  their  1955-56  levels. 

(2)  Recessions  are  clearly  marked  by  excess  capacity  in  plant  and  equip¬ 
ment.  Capital  was  most  underutilized  at  the  1958  trough;  the  low  point 
of  early  1961  lies  about  midway  between  the  1958  rates  and  those  of  the 
1954  recession.  Because  capacity  grew  slowly  in  1958-61,  excess  capacity 
in  early  1961  was  smaller  than  in  1958  even  though  unemployment  was  just 
as  large. 

(3)  Output  gains  must  match  the  growth  of  plant  and  equipment 
capacity  in  order  to  maintain  rates  of  capital  utilization.  Periods  of  slow- 
advance  in  production,  like  1956-57  and  1959-60,  lead  to  declining  rates 
of  utilization. 
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CHART  3 

Capacity  Utilization  and  Corporate  Profits 


PERCENT 


PERCENT 


.  •  •  .  BUSINESS  OUTPUT  AS  PERCENT  OF  PRIVATE  STOCK  OF  CAPITAL  (0  K) 
.  RATE  OF  CAPACITY  UTILIZATION,  MANUFACTURING  (CU) 


OK  CU 


GP/GNP  NP  GNP 


SOURCE  COUNCIL  OF  ECONOMIC  ADVISERS  (BASED  ON  DATA  OF  DEPARTMENT  OF  COMMERCE 
AND  BOARD  OF  GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM) 

(4)  C'onsidrrablc  excess  capacity  remains  in  the  economy  despite  the 
rapid  rise  of  utilization  rates  durinc:  1961.  While  there  is  no  clear  bench¬ 
mark  of  full  utilization  of  capital,  the  operating  rates  and  output-capital 
ratios  attained  in  late  19.').t  can  ser\e  as  a  reasonable  indication.  If  GNP 
had  been  at  its  estimated  potential  level  in  the  last  quarter  of  1961,  capital 
utilization  rates  would  have  been  approximately  at  the  levels  attained  in 
late  19.'),').  Existing  excess  capacity  in  plant  and  ecjuipment  is  thus  com¬ 
patible  with  full  employment  of  the  labor  force. 

(.'))  Levels  of  capital  utilization  have  a  potent  influence  on  corporate 
profits.  The  share  of  corporate  profits  in  GNP  moves  closely  with  the 
measures  of  capital  utilization,  although  it  swings  somewhat  earlier.  Cor- 
I)orate  depreciation  allowances  have  increased  rapidly  and  “gross  profits” — 
net  profits  and  inventory'  valuation  adjustment  plus  capital  consumption 
allowances — have  been  maintained  during  the  195.3-61  period.  But  net 
profits  have  declined  as  a  fraction  of  GNP  in  recent  years;  the  combination 
of  unrelenting  overheads  and  depressed  levels  of  output  can  fully  account 
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for  this  “squeeze.”  As  corf)orate  capacity  is  put  to  fuller  use,  profits  benefit 
from  larger  margins  as  well  as  expanded  sales. 

Progress  in  1961 

The  Situation  at  the  Beginning  of  the  Year 

As  1961  began,  economic  activity  was  far  below  its  full  employment 
level,  and  production  and  income  continued  to  contract  through  February. 
By  most  measures  of  the  decline  in  economic  activity,  the  1960-61  recession 
was  the  mildest  in  the  postwar  period.  But  the  peak  reached  in  May  1960 
had  followed  a  year  of  verv'  slow  advance  in  output  and  ended  the  shortest 
expansion  in  the  postwar  period.  At  the  1960  peak,  unemployment  and 
excess  capacity  were  higher  than  at  any  prior  jx>stvvar  peak.  Unemploy¬ 
ment  rates  were  higher  during  the  1960^-61  recession  than  during  the 
slumps  of  1948  49  and  19.53-54;  in  this  respect,  the  recession  was  almost 
as  severe  as  that  of  1957-58. 

The  rate  of  use  of  existing  facilities  in  late  1959  and  early  1960  was 
not  conducive  to  substantial  further  increases  in  business  fixed  invest¬ 
ment,  nor  were  monetary  conditions  encouraging.  Although  there  was  a 
brief  interlude  in  the  first  quarter  of  1960  when  investment  demand  rose 
sharply,  this  buoyancy  was  to  a  large  extent  a  temporary  aftermath  of  the 
steel  strike  of  1959.  As  orders,  sales,  and  profits  proved  disappointing, 
investment  in  both  fixed  capital  and  inventories  was  cut  back. 

During  this  period,  government  fiscal  programs  gave  little  support  to 
aggregate  demand.  Total  Federal  expenditures,  on  income-and-product 
account,  showed  little  change  between  mid- 1959  and  mid- 1960  as  Fed¬ 
eral  purchases  of  goods  and  services  actually  declined.  In  January  1960, 
Federal  social  insurance  taxes  were  increased  by  about  $2  billion  a  year. 
Indeed,  the  sharp  change  in  the  relationship  between  Federal  Government 
receipts  and  expenditures  was  perhaps  the  most  important  factor  in  choking 
off  the  recovery. 

The  recession  followed  the  same  pattern  as  previous  postwar  downswings. 
With  activity  weakening,  purchases  of  goods  were  cut  back  throughout  the 
private  economy.  Inventorv’  investment,  as  usual,  displayed  the  largest 
decline  among  major  components  of  GNP  (Table  4).  The  decline  of  in¬ 
ventories,  as  well  as  of  other  major  categories  of  expenditure,  was  con¬ 
centrated  in  durable  goods.  Correspondingly,  a  decline  of  12  percent  in 
durable  goods  manufacturing  accounted  for  most  of  the  fall  in  industrial 
production  from  May  1960  to  February  1961.  Unemployment,  which  had 
been  5.1  percent  (seasonally  adjusted)  of  the  civilian  labor  force  in  May, 
rose  to  6.8  percent  in  February. 

Once  the  contraction  began,  it  was  certainly  moderated,  and  periiap>s 
shortened,  by  a  rise  in  outlays  at  all  levels  of  government.  The  automatic 
stabilizers  in  the  Federal  fiscal  system  contributed  to  the  stability  of  personal 
consumption  exp>enditure  during  the  recession,  as  transfer  payments  rose 
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Table  4. — Chanties  in  output,  income,  and  employment  over  the  three  quarters  of  the  1960-61 

recession 


lS«‘:w<)nally  ailjustpilj 


Item 

1 

Cyclical 

(leak: 

Second 

(juarter 

1960 

Cyclical 

trough: 

First 

quarter 

1961 

Change, 
peak  to 
trough 

Millions  ol  dollars,  annual  rates 

Output  pricei): 

1 

1  ! 

(fross  national  product . 

514  2 

.502.9 

-113 

Personal  consumption  cxiicndltures . 

333  9 

331.7 

-2.2 

dross  private  domestic  investment: 

1 

Filed  investment.- . 

69  5 

64.2  1 

-5.3 

Residential  nonfarm  construction . 

21.2 

19  4 

-1.8 

other  con.struction . 

19  9 

1  20.6 

.7 

Producers’  durable  euui|iment . 

2H.  4 

24  2 

-4.2 

Change  in  hu.'ines.s  Inventories . 

5.4 

-4.0  1 

-9.4 

Net  extMirts  of  goods  and  services . 

3  0 

.5.3 

1  2.3 

doverriment  purcha.ses  of  gcMxls  and  services . 

l(r2.3 

ia5. 7 

3  4 

Federal . 

.51.4 

1  .54.9 

.5 

State  and  local . 

47  9 

50.8 

2.9 

Income  (current  pricei): 

1 

Dlstx)sable  jiersonal  income . 

3.52.7 

!  3.54  3 

!  16 

Corporate  profits  alter  taxes . 

23.3 

1  20.0 

-3.3 

1 

Employment: 

Total  civilian  emplovment . 

Employment  in  nonagriniltural  establishment'  . 

Private . .  . 

Millions  of  persons 

1 

67.0 
.54  6 

46  1 

66.8 

!  M.  5 

44  9 

1  -0.2 

1  ->  1 

-1.2 

N’dTK,— Detail  will  not  neressarlly  U'M  to  totals  tveiusi'  of  roiin  line. 
See  Tables  H  2,  H  11,  11  l.l.  H  19.  a  t  1  H  21 

Sourees:  Department  of  Commerce  and  Dejiartment  of  Ijibor. 


by  $3.0  billion  and  personal  taxes  fell  by  $0.7  billion  (annual  rates)  to 
ofTset  much  of  the  fall  in  private  wages  and  salaries  resulting  from  lower 
employment. 

Recovery  During  the  Year 

By  the  end  of  1%1,  production  and  income  had  improved  markedly,  and 
most  economic  indicators  had  surpassed  their  1960  peaks.  In  the  Hnal  quar¬ 
ter  of  1%1,  GNP,  measured  in  constant  prices,  was  7/2  percent  higher 
than  in  the  hrst  quarter,  and  about  5  percent  above  the  p)eak  attained 
in  the  second  quarter  of  1960  (Tables  4  and  5).  The  only  major  category 
of  expenditure  that  was  lower  than  in  the  second  quarter  of  1960  was  ex¬ 
penditure  for  producers’  durable  equipment.  Industrial  production  in 
December  exceeded  its  low  point  of  February  by  13  percent,  and  was  4 
jxTcent  above  the  previous  peak  attained  in  January  1%0. 

The  increase  of  $41  billion  (current  prices,  annual  rate)  in  GNP  from 
the  hrst  to  last  quarters  of  1961  distributed  substantial  gains  in  income 
widely  through  the  economy.  Personal  income  grew  by  $24  billion.  Wage 
and  salary  disbursements  expanded  by  $19  billion  and  accounted  for 
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1 

1 

Table  5. — Chani>fs  in  output,  inrome,  and  employment  over  three  quarters  of  expansion,  1961 

(Sca-sonally  adjusted] 

Item 

lOfil 

Change, 

First  quarter 
(cyclical 
trough) 

Fourth 
quarter  > 

trough 
to  fourth 
quarter 

Hllllons  of  dollars,  annual  rates 

Output  U96I  price/): 

Oross  national  product . 

.■i02.9 

640.  2 

37  3 

Personal  consumption  expenditures . 

331.7 

347.  8 

16  1 

Oross  private  domestic  investment; 

Fixed  investment . 

64.2 

71  4 

7  2 

Residential  nonfarm  construction . 

1«.  4 

23  2 

3  s 

Other  construction . 

20.6 

20  2 

-  4 

Producers’  durable  equipment . 

24.2 

28.0 

3  H 

Change  in  business  inventories . 

-4.0 

4.5 

H  5 

Net  exports  of  goods  and  services . 

fi.  3 

4  0 

-1 3 

Government  purchases  of  goods  and  services . 

106.  7 

112.6 

6  8 

Federal . 

64.9 

.69.9 

.6.0 

State  and  local . 

,60.8 

52.7 

1  9 

IfKome  (current  prices)  : 

Disposable  personal  Income . 

364  3 

376.  6 

21.3  j 

Corporate  profits  after  taxes . 

20.0 

>  ’23.  8 

>3. 8  1 

.Millions  of  iM'rsons 

Employment: 

Total  civilian  employment . 

66.  8 

66.9 

0.  1 

Employment  in  rionagricultural  establishments . 

5.3.6 

,64.  6 

10 

Private . 

44.9 

46.  6 

.  6 

1  Preliminary  estimates  of  output  and  inrome  by  Council  of  Economic  Advisers. 

*  Third  quarter  data  and  change  from  first  to  third  quarter. 

Note.— Detail  will  not  necessarily  add  to  totals  because  of  rounding. 

Sources;  Department  of  Commerce  and  Department  of  Ealwr  (except  as  noted). 

most  of  the  gain  in  personal  inrome.  Incomes  from  dividends  and  busi¬ 
ness  ownership  also  rose.  Farm  operators’  net  income  from  farming 
increased  from  $12.0  billion  in  1960  to  $l3.1  billion  in  1961,  and  net 
income  per  farm  rose  by  nearly  $350.  Disposable  personal  income  ( after 
taxes)  grew  $21  billion  over  the  three  quarters  of  expansion,  adding  $92 
to  average  per  capita  spendable  income. 

'  The  effect  of  rising  output  is  strikingly  shown  in  the  $3.8  billion  in¬ 
crease — nearly  20  percent — in  the  annual  rate  of  corporate  prohts  after 
taxes  from  the  6rst  to  the  third  quarter.  By  all  indications,  corporate 
prohts  rose  further  in  the  fourth  quarter  and  probably  exceeded  $50  billion 
before  taxes  and  $25  billion  after  taxes. 

Higher  private  incomes  meant  larger  tax  liabilities:  Federal  receipts  in 
the  income-and-product  budget  rose  by  about  $10  billion  (annual  rate) 
in  the  three  quarters  of  expansion,  and  the  yield  of  State  and  local  taxes 
grew  by  $3  billion. 

The  recovery  was  ^aced  by  a  prompt  and  sharp  reversal  in  inventors' 
investment,  the  volatile  inventories  of  manufacturers  of  durable  goods  ac- 
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countinjQf  for  a  major  share  of  the  movement.  During  recessions,  output 
falls  below  final  sales  as  some  orders  are  filled  out  of  excessive  stocks.  The 
end  of  inventor}'  ii(|uidation  in  itself  raises  production  to  the  level  of  sales. 
And  risine;  sales  and  orders  in  a  period  of  economic  recovery  encourage 
the  accumulation  of  stocks,  creating  further  gains  in  production.  In  1961, 
this  characteristic  switch  from  licjuidation  to  accumulation  occurred  ver\’ 
promptly,  only  one  month  after  the  trough  in  over-all  activity,  and  was  a 
major  factor  in  the  $15  billion  expansion  of  GXP  in  the  second  quarter. 
Incentives  for  re'stocking  did  not  arise  wholly  independently;  they  were 
provided  in  large  part  by  evidence  of  a  strengthening  in  final  purcha.ses, 
i.e.,  expenditures  for  GXP  other  than  for  inventory  accumulation. 

A  key  element  in  the  rise  of  final  demand  was  the  increase  in  expenditures 
at  all  levels  of  government.  'I  he  upward  trend  of  State  and  local  govern¬ 
ment  purchases  continued  unabated.  The  promotion  of  economic  recovery 
was  a  major  aim  of  Federal  budget  policy  in  1961.  Scheduled  obligations 
and  expenditures  were  speeded  up  in  the  numerous  ways  listed  in  Part 
II  and  the  Appendix  to  this  chapter.  Additional  outlays  came  from 
new  Administration  programs-  some  to  assist  individuals  and  areas  hit 
by  economic  re(  ession  and  others  to  meet  national  needs  of  high  priority. 
Furthermore,  in  the  spring  and  summer  of  1961  when  overriding  national 
security  requirements  led  to  increased  expenditures  for  defense  and  space 
activities,  the  existence  of  unutilized  manptower  and  capital  ruled  against 
an  increase  in  tax  rates.  A  careful  appraisal  of  the  direct  and  indirect 
effects  of  increased  Federal  activity  indicates  that  it  was  a  major  force- — 
probably  the  principal  driving  force — of  the  recovery  of  1%1. 

Investment  in  nonresidential  construction  and  producers’  durable  equip¬ 
ment,  taken  together,  rose  at  an  annual  rate  of  $3.4  billion  (1961  prices) 
from  the  first  to  the  last  quarter  of  1961,  both  responding  to  and  con¬ 
tributing  to  the  expansion  (Table  5).  With  improving  rates  of  utilization 
of  capacity,  larger  corporate  profits,  and  readily  available  credit,  business 
fixed  investment  began  to  rise  in  the  second  quarter  of  1961.  In  contrast, 
business  capital  outlays  had  continued  to  decline  during  two  quarters  of 
rising  total  output  in  b<nh  1954  and  1958. 

Residential  nonfarm  construction,  which  had  fallen  since  mid- 1959, 
picked  up  in  the  early  months  of  1961  and  continued  to  rise  through  the 
year.  Although  the  rate  of  new  family  formation  has  been  relatively  low, 
and  vacancy  rates  have  continued  to  rise  steadily,  increasing  disposable 
incomes  and  favorable  financial  and  liquidity  conditions  have  stimulated 
home  building.  Through  much  of  1960  and  well  into  1961,  individuals 
continued  to  increase  their  volume  of  liquid  assets.  Funds  for  conventional, 
FH.\,  and  VA  mortgages  were  readily  available;  mortgage  yields  declined 
moderately  throughout  the  recession  and  into  the  summer  of  1961  and 
remained  fairly  stable  the  rest  of  the  year. 

The  favorable  financial  environment  for  business  investment  and  resi¬ 
dential  construction  reflected  the  monetary  and  credit  policies  of  the 
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Government.  These  policies  have  facilitated  the  flow  of  funds  into  invest¬ 
ment  and  have  (ontrihutcd  to  a  stability  of  interest  rates  unusual  for  a 
year  of  recovery. 

Exports  in  the  fourth  quarter  were  $0.8  billion  (annual  rate)  higher  than 
in  the  first  (juarter.  But  outlays  on  im|X)rts.  partly  to  rebuild  in\entories. 
rose  by  $2.1  billion,  reducing  net  exports  by  $1.3  billion.  Net  ex|)orts  is  the 
one  component  of  GNP  which  tends  to  fall  as  business  activity  improvf's 
cyclically. 

Consumer  outlays  account('d  for  somewhat  less  than  half  the  increase  in 
GXP  from  the  first  to  the  fourth  (juarter.  Until  the  closing  months  of  the 
year,  consumer  spending  did  not  (|uite  keep  pace  with  disjiosable  income. 
The  ratio  of  personal  saving  to  personal  disposable  income  rose  from  6.7 
percent  in  the  first  quarter  to  7.3  percent  in  the  third.  In  the  fourth 
quarter,  however,  consum})tion  did  keep  pace  with  income  and  expanded 
by  $8.0  billion  (current  prices,  annual  rate).  Demand  for  new  automobiles 
sparked  a  rise  in  the  fourth  quarter  of  $3.2  billion  (annual  rate)  in  outlays 
for  consumer  durable  g(X)ds,  which  finally  surpassed  the  p«-ak  that  had  been 
reached  in  the  second  quarter  of  1960. 

The  gains  in  production,  income,  and  employment  during  1961,  in 
comparison  with  previous  ex{)ansions,  are  shown  in  Charts  4  and  5.  Chart  4 
displays  the  rise  of  GXP  from  its  lowest  cjuarter  in  each  recession.  In 

CHART  4 

Real  Gross  National  Product 
in  Four  Postwar  Recoveries 
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CHART  5 

Employment,  Production,  and  Income 
in  Four  Postwar  Recoveries 
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the  three  previous  cycles,  the  trough  quarter  for  GNP  came  before  the 
month  of  the  cyclical  trough.  In  1961  the  cyclical  trough,  in  Fehruar)’, 
was  in  the  middle  of  the  quarter  of  lowest  GNP.  In  Chart  5  the  reference 
point  for  all  series  is  the  cyclical  trough  month.  These  differences  in  timing 
must  be  taken  into  account  in  com{)arisons  of  recoveries.  I  here  are  also 
differences  in  the  composition  of  output:  for  e.xample.  the  19.58  .59  upswing 
was  more  heavily  concentrated  in  industrial  production  than  the  current 
recovery. 

On  the  whole,  increases  in  production  and  iniome  during  the  present 
expansion  of  economic  activity  com[)are  favorably  with  the  two  preceding 
periods  of  expansion.  However,  these  gains  were  not  matched  by  erpial 
improvements  in  employment  and  unemployment.  .‘\s  noted  above,  one  of 
the  principal  rea.sons  was  that  productivity  gains  during  1961  exce(‘ded  those 
of  earlier  expansions.  The  year  ended  with  unemployment  at  6. 1  percent 
of  the  civilian  labor  force  (seasonally  adjusted) . 

In  summarv’,  real  output  rose  during  the  1961  recovery  at  an  annual 
rate  of  10  percent.  The  gap  between  actual  output  and  estimated  potential 
has  been  narrowed  by  $23  billion  in  three  quarters;  labor  and  capital  have 
been  more  efficiently  utilized;  and  widespread  gains  in  income  have  been 
secured.  The  Nation  has  adjusted  smoothly  and  easily  to  the  marked 
change  of  pace:  no  evidence  of  strain  can  be  found,  no  bottlenecks  have 
developed,  no  excessive  backlogs  of  orders  have  appeared.  .And  prices 
have  been  exceptionally  stable,  as  Chapter  4  makes  clear.  Although  the 
economy  at  the  end  of  1961  was  still  short  of  full  employment,  the  experi¬ 
ence  during  the, 'year  was  gratifying  and  reassuring  on  many  counts.  .And 
it  demonstrated  the  ability  of  the  economy  to  advance  efficiently  at  a  rapid 
pace  when  the  underlying  strength  of  private  demand  is  reinforced  by 
appropriate  Federal  hscal  and  monetary  policies. 

Outlook  for  1962 

The  Employment  Act  of  1946  requin-s  an  estimate  of  “current  and 
foreseeable  trends  in  the  levels  of  employment,  production,  and  purchasing 
p>ower.”  Although  the  difficulties  and  risks  of  economic  forecasting  are  well 
known,  neither  government  nor  private  enterj)rise  can  conduct  its  affairs, 
develop  its  policies,  and  make  its  decisions  without  economic  projections-  - 
without  making  the  best  estimates  that  economic  and  statistical  tools  pennit 
of  the  economic  framework  within  which  it  will  have  to  operate  in  the 
future.  For  example,  it  would  be  impossible  to  formulate  either  Federal 
or  State  budgets  without  projections  of  future  levels  of  income  and  business 
activity  and  the  tax  revenues  they  will  produce.  In  the  Budget  Message. 
GNP  for  1962  is  projected  at  $570  billion  (current  prices),  a  ris«‘  of  nearly 
$50  '  ’llion,  or  almost  9/2  percent,  over  1961.  A  somewhat  higher  figure 
is  liKt.y  if  the  Congress  enacts  promptly  the  Administration’s  proposed  tax 
credit  for  investment.  This  section  presents,  with  full  recognition  of  the 


inarji[ins  of  error  inherent  in  economic  projections,  the  appraisal  of  the 
economic  outlot^k  underlying  the  budget. 


'I'he  momentum  of  the  current  recovery  will  carry  the  economy  to  new 
records  in  production,  income,  and  employment  during  1962.  In  the 
closing  months  of  1961,  private  d«-mand  was  rising  briskly.  The  result¬ 
ing  gains  in  consumer  incomes,  prohLs,  business  inventory  requirements, 
and  orders  for  durable  grxids  will  generate  further  increases  in  spending  and 
business  activity  in  the  coming  months.  Broad  advances  in  the  private 
economy  will  be  reinforced  by  a  continued  upward  trend  in  Federal,  State 
and  local  government  outlays. 

The  favorable  prospects  for  private  demand,  together  with  current 
economic  programs  and  proposals  of  the  .'\dministration,  point  to  a  strong 
and  sustained  expansion.  The  percentage  gain  in  GNP  (current  prices) 
in  1962  over  the  1961  level  can  realistically  be  expected  to  match  the 
increase's  of  8^2-9 '/a  percent  in  195.5  and  1959.  'I'hose  two  years,  like  1962, 
were  the  first  full  years  of  recovery  from  recession. 

Expansion  in  GNP  in  1962  is  expected  to  be  somewhat  more  moderate 
than  the  annual  rate  of  1 1  percent  (e  urrent  prices')  attained  over  the  past 
three  (juarters.  But  it  is  anticipated  that  output  will  continue  to  catch  up 
with  |Mitential,  n-ducing  slack  and  unemployment.  Substantial  increases 
are  expected  in  all  major  categories  of  exjx-nditure.  I'he  expected  total 
increase  is  made  up,  ver\-  roughly,  of  the  following  parts:  one-half,  con¬ 
sumer  outlays:  one-6fth  each,  government  purchases  and  private  6xed 
investment;  and  one-tenth,  additions  to  inventories. 

Survey  of  Major  Categories  of  Expenditure 

The  rationale  for  this  appraisal  of  the  outlook  may  be  indicated  by  a 
brief  survey  of  the  key  components  of  GNP. 

Consumption.  The  ratio  of  total  consumer  expenditure  to  p>ersonal  dis- 
posabh'  income,  95.0  jx'rcent  in  1961,  is  expected  to  rise  slightly  in  1962. 
The  proportion  of  income  sjx'nt  on  nondurable  goods  and  services  typically 
declines  during  expansion  and,  this  year,  will  probably  fall  below  the  81.3 
percent  recorded  in  1961.  In  prosperous  periods,  consumers  devote  a  larger 
share  of  their  incomes  to  increasing  their  wealth.  But  at  the  same  time 
they  show  a  preference  for  accumulating  wealth  in  the  fonn  of  consumer 
durable  g(X)ds.  The  current  strong  liquid  |x)sition  of  households  is  likely 
to  moderate  their  desire  for  additional  liquidity  and  to  reinforce  demands 
for  durable  goods  this  year.  The  brisk  .sales  of  automobiles  in  the  fourth 
(juarter  of  1961  also  point  in  this  direction.  An  increase  in  expenditures 
for  durables  from  11.6  percent  of  disposable  income  in  1961  to  some  I2/2 
{X'rcent,  approaching  the  proportions  recorded  in  1959  and  1960,  will  prob¬ 
ably  outweigh  the  slight  decline  to  be  expected  in  the  fraction  devoted  to 
nondurables  and  services. 

Mea.sured  absolutely,  rather  than  as  shares  of  disposable  income,  all 
comjwnents  of  consumer  expenditure  seem  headed  upw-ard  in  1%2.  Per- 
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sonal  disposable  income  is  likely  to  tjrow  substantially.  It  will  jjtobably 
advance  at  a  somewhat  slower  rate  than  GNP  for  the  following  reasons: 
( 1 )  Corporate  profits  rise  sharply  in  cyclical  upswings,  and  dividend  pay¬ 
ments  lag  behind.  (2)  Government  transfer  })avments  t(^  individuals  are 
held  down  when  unemplovntent  declines.  (3')  Collections  from  progressive 
personal  income  tax(‘s  rise  somewhat  faster  than  personal  iiK  omes.  But 
disposable  income  will  still  absorb  more  than  half  of  the  dollar  gains  in 
GNP,  and  consumer  expenditure  will  account  for  about  half  of  the  total 
increment  in  expenditure.  Consumption  is  now  about  6.3  percent  of  GNP: 
no  economic  expansion  can  go  far  without  support  from  consumers,  and 
every'  expansion  provides  substantial  income  gains  for  households.  .\  rise 
of  $50  billion  in  GNP  for  1962  would  be  accompanied  by  an  increase  of 
about  $100  in  consumption  per  capita,  permitting  significant  advances  in 
standards  of  living. 

Government .  State  and  local  governments  can  be  expected  to  add 
about  $1  billion  a  (juarter  to  their  purchases  of  goods  and  ser\  i( cs.  con¬ 
tinuing  their  steady  upward  trend.  Federal  purchases  of  g(xids  and  services 
will  rise  during  1962  but  more  slowly  than  over  the  past  year.  The  aver¬ 
age  increase  during  the  course  of  1962  seems  likely  to  be  $1  billion  a  (|uarter. 
compared  with  $1.7  billion  in  1961.  N<‘w  Federal  obligations,  which 
have  some  effect  on  business  activity  Ix'fore  the  outlays  they  fort'shadow, 
are  expected  to  rise  by  $5  billion  in  th<‘  vear  starting  next  July  1-  aft»‘r  a  rise 
of  $12'/2  billion  in  the  c  urrent  fiscal  year. 

Inventories.  Inventory-sales  ratios  have  declined  markedly  during  this 
expansion,  as  is  usual  in  the  first  year  of  an  upswing.  I'hc'  ratio  of  inven¬ 
tories  to  GNP  fell  b\  about  5  percent  over  the  last  three'  (juarters  of  1961. 
More  rapid  accumulation  is  to  be  expectc'd  and  wc'lcomed  in  the  near 
future.  Analysis  sup|x>rted  bv  prior  cyclical  exjx't  ienc  e  suggests  that  inven¬ 
tories  will  soon  begin  catching  up  with  total  output.  If  they  were  to  rise 
at  a  quarterly  rate  of  2  percent,  inventory  investmc'nt  would  attain  an 
annual  rate  of  more  than  $8  billion  some  time  in  1962. 

The  threat  of  a  midyear  steel  strike  may  produce  added  stockpiling 
this  spring.  In  the  absence  of  a  prolonged  strike,  the  main  effect  would 
be  on  the  pattern  of  activity  during  the  year,  with  the  second  quarter 
stronger  and  the  third  (juarter  correspondingly  weaker.  .Mthough  the  year- 
end  levels  and  the  full  year  totals  might  not  be  seriously  affected,  this 
abnormal  factor  in  inventorv  bt'havior  would  increase  the  difficulties  of 
appraismg  the  real  strength  of  the  economy.  .\  long  strike,  of  course,  could 
seriously  imperil  the  prospects  for  continued  vigorous  expansion. 

Quite  apart  from  the  steel  situation,  inventor\’  inv(‘stment  is  likelv  to 
reach  its  peak  before  the  end  of  1962  and  cannot  be  expect('d  to  be  a 
significant  expansionary  factor  in  the  latter  half  of  this  year. 

Residential  construction.  With  the  aid  of  contimu'd  credit  ea.se  and 
increased  household  incomes,  residential  construction  ended  1961  with  a 
rate  of  activity  $2  billion  above  the  average  for  the  year.  Further  mod- 
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I'ratc  gains  arc  likely,  in  part  from  additions  and  alterations  and  in  part 
from  new  housing  starts.  Industry  and  government  specialists  have  pre¬ 
dicted  housing  starts  of  1.4  million  in  1962.  Mortgage  availability  will 
intlueiK  t‘  housing  demand  consich'iahly.  If  funds  remain  readily  available, 
gains  in  housrdiold  incomes  are  likely  to  strengthen  the  demand  for  new 
homes. 

liusinr^s  i  t  nt .  .As  Cdiart  shows,  rates  of  capital  utilization 

have  been  more  tasorahle  to  insestment  ch'inand  in  the  last  vear  than  in 
19.')8.  Business  outlays  for  durable  e(iuipment  and  nonresidential  (  onstruc- 
tion  have  risen  more  promptly  and  more  vigorously  to  date  than  in  the 
comparable  stage  of  the  pn'ct'ding  expansion.  Incentives  to  invest  for 
modernization  and  rephu  eiiH'nt  pur|M)st‘s  an‘  also  faxorahle  Furthermore, 
business  fixed  inv(‘stment  is  volatile;  in  |x-ac»-time  (‘xpansions.  it  usually  rises 
as  a  fra(  tion  of  (JNP.  Facii  the  weak  expansion  of  1958  60  prodiu  ed 
a  22  pen  ent  increase  in  ( apital  outlays  from  their  low  in  the  third  quarter 
of  1958  to  their  peak  in  the  second  (juarter  of  1960.  4'he  same  performance 
in  the  current  (“xpansion  would  mean  a  rise  of  $6  billion  from  the  last  quar¬ 
ter  of  1961  to  the  last  (piarter  of  1962.  .And  the  major  determinants  of 
investment  (  orporate  li(|uiditv  and  profit  rates.  ca|)a(  ity  measures,  condi¬ 
tions  in  finam  ial  m;ukets  ])oint  to  mor(‘  strength  than  in  the  last  ex¬ 
pansion.  It  seems  probable  that  ( apital  outlays  in  1962  will  surpass  their 
1958  60  |)<‘rformam  e. 

Pros})ects  for  plant  and  ec|uipment  investment  are  difficult  to  assess  quan¬ 
titatively.  Recent  surveys  suggest  that  businessmen  have  not  yet  planned 
any  major  expansion  of  productive  fatalities.  But  improved  economic 
conditions  have  i onsistently  led  to  substantial  upward  revisions  of  plans. 
W  hetluT  business  fixed  investment  as  a  share  of  (INP,  8.9  jxTcent  in  1961, 
will  approach  the  1956  and  1957  figure  of  10.7  percent  or  even  substantially 
surpass  the  1!>60  figure  of  9.4  percent  cannot  be  foretold.  Much  depends 
on  tht‘  extent  t(*  which  excess  t  apat  ity  det  lines  ov  er  the  next  few  quarters 
;md  on  tlu'  willingni'ss  of  businessmen  to  count  on  continued  prosperity, 
(kipital  outlavs  will  also  be  signifit  antly  influenced  by  the  state  of  financial 
markets.  'Fhe  financing  of  inve  stment  will  be  facilitated  by  the  rising  flow 
of  internal  funds  from  retained  earnings  and  deprei  iation  allowances.  But 
(orporate  investment  is  almost  certain  to  ex( ced  corfK)rate  saving  in  1962. 
Oorporations  as  a  wlude  have-  strengthened  their  litiuidity  position,  in  part  by 
long-term  financing  ahead  of  investment  needs  in  1961.  Nevertheless,  they 
will  |)r<vbably  re(|uire  substantial  net  external  financing  this  year,  involving 
an  increase  in  the  security  holdings  of  households  and  financial  institutions. 
•Monetary  policy  can  lac  ilitate  this  external  financing. 

.An  important  stimulus  to  capital  outlays  wovdd  be  provided  by  enactment 
of  the  projKised  tax  credit  of  8  percent  on  expenditures  for  new  durable 
(‘Cjuipment.  I'his  measure  would  raise  signihcantly  the  after-tax  return 
on  new  investment.  Fnactment  of  the  tax  credit  will  help  assure  sufficient 
strength  in  this  central  component  of  demand  at  the  crucial  stage  of  the 
recoverv'. 
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Another  favorable  factor  for  the  later  staije  of  recovery  is  the  planned 
revision  by  tbe  Treasury  of  guideline  schedules  of  depreciation  on  plant 
and  equipment.  I'he  revision  will  incorporate  available  eiurtmt  informa¬ 
tion  about  the  economic  lives  of  capital  goods  and  the  effects  of  techno¬ 
logical  change  on  obsolescence. 

In  195,5-57,  capital  outlays  amounting  to  more  than  10  })ercent  of  poten¬ 
tial  and  actual  GNP  led  to  an  annual  rate  of  growth  of  slightly  less  than  4 
percent  in  the  business  capital  stock.  Because  total  output  did  not  grow 
at  an  equal  pace  after  1955,  excess  capacity  develojred  and  capital  outlays 
were  sharply  reduced  in  the  1957-58  recession.  4'he  excess  capacity  that 
emerged  is  more  accurately  attributed  to  underbuying  than  to  overbuilding. 
If  purchases  by  consumers  and  government  had  been  suffic  ient  to  keep  the 
economy  fully  employed,  rates  of  capital  utilization  would  not  have  fallen. 
Business  firms  would  have  had  sustaittt'd  incentives  to  enlarge  their  produc¬ 
tive  facilities  at  the  rate  of  nearly  4  percent  a  year.  Better  performance  in 
maintaining  full  use  of  resources  could  justify  business  fixi'd  investment 
amounting  to  10  percent  or  more  of  the  Nation's  output. 

Prospects  for  Full  Employment 

This  appraisal  of  the  prospects  for  production  and  income  implies  an 
unemployment  rate  of  5  percent  or  somewhat  lower  at  th(‘  end  of  1962, 
but  not  as  low  as  4  percent. 

The  achievement  of  4  percent  unemployment  by  mid- 1964  reiiuires  a 
gain  of  about  11  percent  in  GNP  (in  constant  prices)  over  the  coming 
year  and  a  half.  This  pace  of  advance  would  permit  smcK)th  and  efficient 
adjustments,  avoiding  bottlenecks  that  might  generate  serious  upward  pres¬ 
sures  on  prices.  It  would  also  allow  a  gradual  transition  toward  the  rates 
of  expansion  that  must  be  expect(“d  when  full  utilization  is  restored  and 
output  can  no  longer  rise  more  rapidly  than  productive  potential.  .\ 
continued  upward  movement  for  more  than  two  years  with  an  over-all 
gain  of  20  percent  in  real  GNP  would  represent  a  ver\  strong  expansion. 
But  a  less  ambitious  rate  of  recovery  to  full  employment  would  prolong 
the  waste  of  unused  resources  without  gaining  appret  iably  greater  assurance 
of  stable  prices. 

VV’hile  this  rate  of  expansion  seems  feasible  in  the  light  of  the  prosjx-cts  for 
private  demand  and  Administration  policies  designed  to  promote  ex})ansion 
at  a  desirable  pace,  any  appraisal  of  the  economic  outlook  must  take  into 
account  a  wide  range  of  possible  outcomes.  Weakening  of  consumer 
demand  or  lack  of  investment  enthusiasm  by  business  hrms  eould  endanger 
the  prospective  gains  of  1962  and  slow  down  the  expansion.  Because  of  the 
growth  in  the  labor  force  and  productivity,  1962  could  achieve  new  highs 
in  output  and  even  in  employment  without  any  reduction  in  the  currently 
excessive  rate  of  unemployment.  Large  and  continuing  gains  are  nei'ded  to 
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brine;  output  up  to  the  economy's  potential  and  to  reduce  unemployment 
to  4  jjercent  of  the  labor  forc  e  for  the  first  time  since  1957. 

An  expansion  that  slows  down  prematurely  is  less  likely  to  be  lasting.  A 
slowdown,  or  even  an  expected  slowdown,  in  the  growth  of  sales  can 
diminish  incentives  to  enlarge  prodiu  ti\e  capacity  and  inventories.  A 
decline  in  capital  sjx  nding  and  inventoiy  accumulation  can  convert  a 
slowdown  into  a  downturn.  For  this  n'ason,  prospects  for  a  lasting  expan¬ 
sion  rest  heavily  on  the  vigor  of  the  upswing  over  the  next  few  quarters. 

'I'he  buildup  of  inventories  that  is  expected  in  the  near  future  will  con¬ 
tribute  substantially  to  household  incomes  and  to  the  strength  of  consumer 
demand,  fiut  by  late  1962,  continued  advance  will  depend  heavily  on  the 
ability  of  fixed  investment  outlays  to  replace  inventories  as  a  key  expan¬ 
sionary  force.  If  the  exjtansion  is  vigorous  earlier  in  the  year,  utilization 
rates  will  hc‘  favorable  to  investment  demand  in  late  1962,  and,  therefore, 
to  the  ( ontinuation  of  the  expansion  itself. 

On  the  other  hand,  private*  demand  can  rise  too  fast  or  too  far.  Too 
rapid  an  expansion  may  strain  the  adjustment  nu-chanisms  of  the  economy. 
In  a  dynamic  economy,  patterns  of  output  and  emplo\ment  change  from 
one  ( ycle  to  the  next.  It  takes  time  to  re-employ  the  jobless  and  to  return 
efficiently  to  full  utilization  of  capacity.  Hence,  a  very*  rapid  expansion 
of  demand  might  involve  price  increases,  bottlenecks,  and  inefficiencies 
that  could  he  avoided  in  a  more  gradual  rise  to  the  same  levels.  The  cur¬ 
rent  expansion  has  an  enviable  record  to  date:  with  a  10  [)ercent  annual 
rate  of  iiu  rease  of  real  output,  it  has  substantially  narrowed  the  cap  between 
actual  and  potential  output;  at  the  same  time,  the  movements  of  prices,  in¬ 
ventories,  and  orders  show  none  of  the  symptoms  of  strain  that  would  be  as- 
s(H  iated  with  excessive  sfx  ed.  If  demand  for  consumer  durable  goods  and 
business  capital  formation  were  (juickly  to  attain  the  same  strength  relative  to 
incomes  as  in  1955,  reasonable  speed  limits  inight  be  violated.  In  that 
event,  full  employment  might  be  achieved  sooner  but  policy  might  have  to 
contend  with  excess  demands  and  inflationary  pressures. 

Still  another  challenge  to  policy  might  come  from  unexpected  behavior 
of  unemployment  relative  to  output.  Given  continued  growth  of  potential 
output  along  the  3J/2  percent  trend  discussed  earlier,  the  achievement  of 
full  employment  in  mid- 1965  would  be  assoc  iated  with  GNP  of  $6(X)  billion 
in  1961  prices.  Deviations  from  historical  trends  in  the  size  of  the  labor 
force,  average  hours  of  work,  and  man-hour  productivity  can  alter  the 
relationship  Ix-tween  output  and  unemployment.  Full  utilization  of  re¬ 
sources  may  correspond  to  a  somewhat  higher  or  somewhat  lower  GNP. 
In  particular,  the  effects  of  measures  (discussed  in  Chapter  2)  to  increase  the 
rate  of  growth  of  productivity,  while  adding  to  investment  demand  during 
the  expansion,  may  raise  the  productive  potential  output  of  the  economy 
above  its  current  trend  as  early  as  1963. 
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Stabilization  policy  has  contributed  significantly  to  the  gratifying  })rogress 
of  1961  and  to  the  favorable  prospects  for  1962.  Policy  will  continue  to 
promote  progress  toward  full  employment,  remaining  alert  to  unforeseen 
developments  which  might  throw  the  economy  off  course.  The  flexibility 
in  existing  policy  instrunu'nts  can  be  used  to  good  advantage,  as  it  was  in 
1961.  Furthermore,  .Administration  pro|)osals  now  before  the  C’ongress 
would  greatly  enhance  the  ability  of  stabilization  {w^licy  to  counter  threats 
of  oncoming  recession  with  speed  and  \igor.  The  record  of  stabilization 
policy  in  1961  and  its  tasks  for  1962  are  discussed  in  the  remaining  part 
of  this  chapter. 


PART  II:  POLICIES  FOR  M.WIMUM  EMPLOYMENT 
AND  PRODUCTION 

In  Part  I  of  this  chapter,  the  progress  of  the  economy  in  1961  and  the 
prospect  for  further  progress  in  1962  were  reviewed  in  terms  of  the 
objectives  of  maximum  employment,  production,  and  purchasing  jx)wer. 
Part  II  describes  more  fully  and  specifically  how  government  policy  can, 
does,  and  will  promote  progress  toward  these  goals.  Two  major  kinds 
of  government  policy  are  involved:  measures  for  economic  stabilization, 
which  influence  the  total  volume  of  sfxmding;  and  measures  to  reduce 
structural  unemployment  and  underemployment  by  better  mutual  adapta¬ 
tion  between  available  jobs  and  available  workers. 

Economic  Stabilization 

Insufficient  demand  means  unemployment,  idle  capacity,  and  lost  pro¬ 
duction.  Excessive  demand  means  inflation-  general  increases  in  prices 
and  money  incomes,  bringing  forth  little  or  no  gains  in  output  and  real 
income.  The  objective  of  stabilization  policies  is  to  minimize  these  devia¬ 
tions,  i.e.,  to  keep  over-all  demand  in  step  with  the  basic  production  potential 
of  the  economy. 

Stabilization  docs  not  mean  a  mere  leveling  off  of  peaks  and  troughs  in 
production  and  employment.  It  does  not  mean  trying  to  hold  over¬ 
all  demand  for  goods  and  services  stable.  It  means  minimizing  deviations 
from  a  rising  trend,  not  from  an  unchanging  average.  In  a  growing  econ¬ 
omy,  demand  must  grow  in  order  to  maintain  full  employment  of  labor 
and  full  utilization  of  capacity  at  stable  prices.  The  economy  is  not  {xt- 
forming  satisfactorily  unless  it  is  almost  continuously  setting  new  records 
of  production,  income,  and  employment.  Indeed,  unless  production  grow's 
as  fast  as  its  potential,  unemployment  and  idle  capacity  will  also  grow. 
And  when  the  economy  starts  from  a  position  well  below  jxitential,  output 
must  for  a  time  grow  even  faster  than  potential  to  achieve  full  utilization. 
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I'he  Postwar  Record 


Dcspitf  the  recessions  of  recent  years  and  the  inflationary  excesses  of  the 
early  postwar  years,  the  postwar  record  of  economic  stabilization  is  incom¬ 
parably  better  than  the  prewar.  The  economy  fluctuated  violently  in 
1919-21  and  operated  disastrously  far  below  potential  from  1930  to  1942. 
Ihe  1929  level  of  (JNP,  in  constant  prices,  was  not  exceeded,  except 
briefly  in  1937,  until  1939.  '1  he  difference  between  the  17  perc  ent  unem¬ 
ployment  of  1939  and  the  3  percent  rate  10  years  earlier  is  a  dramatic 
meiisure  of  the  growth  of  the  labor  force  and  productivity  even  during  de- 
))ression.  Since  the  war,  the  economy's  detours  from  the  path  of  full  em¬ 
ployment  grow  th  have  been  shortc-r  in  both  time  and  distance.  I'here  have 
been  four  rc‘cc*ssions,  hut  none  of  them  has  gotten  out  of  hand,  as  did  the 
dc‘c  line*  of  1929-33.  .All  of  the-  decline's  have  bc-en  rc'versed  within  13 
months,  before*  unemployment  reached  8  percent  of  the  labor  force.  For 
this  improved  jjcTformance  there  are  sc-veral  reasons. 

First,  the  war  and  pn*cc*ding  dej)rc*ssion  left  business  firms  and  households 
stars-ed  for  gfx)ds.  Further,  wartime'  e-arnings  couplc'd  with  scarcities  of 
civilian  gcxids,  rationing,  and  price-  control,  saturated  business  firms  and 
consumers  with  licjuid  assets.  For  thc'se  Ic'gacic's  of  depression  and  war, 
thec'conomy  paid  a  price  in  the  inflations  of  1946  48  and  19,^0,  with  de-layc'd 
effc'cts  throughout  the-  past  dc'cade. 

Se'cc^nd,  the  struc  ture'  of  the  c'conomy  was  rc-forme-d  after  1933  in  ways 
which  substantially  increased  its  resistance  to  c'conomic  fluctuations. 
The  tnanner  in  which  government  tax  re-venues  and  income  maintenance 
programs  serv  e  as  automatic  or  “built-in”  c-conomic  stabilizers  is  desc  ribed 
below.  'Fhe  New  I)e-al  stre  ngthenc-d  and  re-fornu*d  the  Nation's  banking 
and  financial  system  with  the-  helj)  of  new  governmental  cre  dit  institutions, 
de-fx>sit  insuranc  e,  and  loan  and  guarantc-e  programs.  Fhc'se  have  virtually 
c-liminated  the  possibility  that  c-conomic  dc-clines  will  be  aggravated  by- 
bank  failure-s,  fore-closurc's.  and  epidemic  illicjuidity. 

Third,  there  is  a  significantly  improve-d  understanding  of  the  manner  in 
which  government  fiscal  and  monetary  tcx)ls  can  be  use-d  to  promote 
c-conomic  stability.  L’nde-r  the-  Employment  .Act  and  the  climate  of  opinion 
which  it  symbolize's,  the-  Government  has  bc-e-n  expc-cte-d  to  assume,  and  has 
assume-d,  gre-ater  resjxmsibility  for  economic  stabilization. 

Finally,  businc'ssmen  and  consume  rs  no  longer  rt'gard  prolongc-d  and  deep 
depression  as  a  serious  possibility.  They  ge-nerally  ex]>c-ct  rc'cc'ssions  to  end 
ciuickly:  tlu-y  anticipate-  a  long-term  upward  trend  in  the  c-conomy;  and  thc-y 
spc'nd  and  inve-st  accordingly.  I  bis  stability  of  expc-ctations  is  in  part  the 
re-sult  of  stability  achic-ve-d  in  fact,  and  rc-flc'cts  general  understanding  of  the 
structural  changt-s  which  have  contributc-d  to  it.  But  expc-ctations  of 
stability  arc-  also  a  cause-  of  stability  nothing  succc-c-ds  like  succc-ss. 


Achievin»  Greater  Stability 

While  our  postwar  performance  is  a  great  advance  over  that  of  prewar 
years,  it  is  still  far  from  satisfactorv-.  We  have  had  no  great  de|)ression,  but 
vve  have  had  four  recessions.  Even  the  relatively  short  and  mild  recessions 
of  the  postwar  period  have  been  costly.  In  the  last  decade,  the  Nation  has 
lost  an  estimated  $17,")  billion  of  GNP  (in  1961  prices)  by  operating  the 
economy  below  potential.  Industrial  production  has  betm  below  its  previous 
peak  nearly  half  the  time  since  1946. 

There  is  general  agreement  that  economic  fluctuations  in  the  I'nited 
States  are  intensihed  by — if  not  always  caused  by  a  rhythm  in  inventory 
investment,  alternating  between  periods  in  which  stocks  are  accumulating 
at  an  excessively  high  rate  and  periods  in  which  they  are  being  li{|uidated. 
But  it  is  not  beyond  hope  that  stabilization  measures,  both  automatic  and 
discretionary,  can  be  strengthened  in  force  and  improved  in  timing  so  as 
to  compensate  for  inventory  swings  better  than  has  been  true  in  the  past. 
If  this  is  done  the  swings  themselves  will  be  dampened. 

The  possible  gains  from  improved  economic  stabilization  are  impressive. 
Losses  of  production,  employment,  and  consumption  will  be  cut.  More 
saving  and  investment  will  be  realized,  contributing  steadily  to  the  long- 
run  growth  of  production  potential.  Business,  consumer,  and  labor  decisions 
w'ill  allocate  resources  more  efficiently  when  they  respond  less  to  cyclical 
prospects  and  more  to  long-run  developments.  There  w  ill  be  less  need  and 
less  justification  for  restrictive  practices  which  are  now  d»-signed  to  provide 
sheltered  p>ositions  in  markets  periodically  hit  by  recession. 

It  is  true  that  an  economy  operating  steadily  at  a  high  level  of  employ¬ 
ment,  with  only  limited  excess  plant  capacity,  is  more  subject  to  the  risks 
of  price  increases  than  an  economy  with  heavy  unemployment  and  large 
unused  capacity.  However,  the  damp>ening  of  economic  fluctuations  may 
itself  help  to  counter  this  tendency.  C-yclical  fluctuations  have  been 
exerting  a  “ratchet  effect”  on  prices;  costs  and  prices  have  been  relatively 
inflexible  downward  in  recessions  but  have  been  resjx)nsive  to  increases 
in  demand  during  recoveries.  Cyclical  swings  in  total  spending  also  tend 
to  be  accompanied  by  sharp  and  transitory'  shifts  in  the  com{)osition  of 
spending.  Because  prices  and  costs  respond  more  readily  to  upswings  than 
to  downswings,  these  rapid  changes  in  the  composition  of  demand  impart  an 
upw'ard  bias  to  the  whole  price  level.  These  sources  of  upward  price  bias 
will  tend  to  be  reduced  as  a  more  even  pace  of  advance  is  achieved. 

To  capitalize  on  the  potential  gains  of  stabilization  requires  skillful  use  of 
all  economic  policy,  particularly  budgetary  and  monetary  {)olicy. 

The  Federal  Budget  and  Economic  Stability 

Federal  expenditures  and  taxes  affect  total  employment  and  production  by- 
influencing  the  total  volume  of  spending  for  goods  and  services.  Direct 
Federal  purchases  of  goods  and  services  arc  themselves  part  of  total  demand 
for  national  output.  In  addition,  the  Federal  Government  makes  “transfer 
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payments”  to  individuals,  for  which  no  current  services  are  rendered  in 
return.  Examples  are  social  security  and  unemployment  insurance  benefits, 
and  veterans  compensation  and  pension  b»‘nefits.  Both  purchases  of  goods 
and  services  and  transfer  payments  add  to  private  incomes  and  thereby 
stimulate  consumption  and  investment.  Federal  taxes,  on  the  other  hand, 
n'duce  disposable  personal  and  business  incomes,  and  restrain  private 
spending. 

By  increasing  the  flow  of  spending,  additional  Federal  outlays — with  tax 
rates  unchanged — have  expansionary  effects  on  the  economy.  Whether  an 
expansion  in  spending- 'gov(‘rnment  or  private-  leads  mainly  to  more 
output  or  mainly  to  higher  prices  depends  on  the  degree  of  slack  in  the 
economy.  L’nder  conditions  of  widespread  unemployment  and  excess 
capacity,  businessmen  res|K)nd  to  higher  demand  by  increasing  production; 
under  conditions  of  full  employment,  prices  rise  instead.  In  the  slack  econ¬ 
omy  of  1961,  for  example,  additional  demand  from  brnh  private  and  public 
sources  was  readily  converted  into  increased  production. 

Built  into  the  Federal  fiscal  system  are  several  automatic  defenses  against 
recession  and  inflation.  (liven  the  tax  rates,  tax  revenues  move  up  and  down 
with  economic  activity,  since  most  taxes  are  levied  on  private  incomes  or 
sales.  Indeed,  tax  revenues  change  proportionally  more  than  GNP. 
Furthermore,  certain  Federal  expenditures,  such  as  unemployment  com¬ 
pensation  payments,  are  automatically  affected  by  the  state  of  the  economy. 
Economic  fluctuations,  therefore,  result  in  substantial  changes  in  Federal 
expenditures  and  revenues,  even  when  basic  expenditure  programs  and 
tax  rates  remain  unchanged.  With  the  present  system  of  tax  rates  and  un¬ 
employment  compensation  payments,  a  one-dollar  reduction  in  GXP 
means  a  reduction  in  Federal  tax  receipts  and  an  increase  in  transfer  pay¬ 
ments  totaling  alxmt  110  cents.  Therefore,  private  incomes  after  Federal 
taxes  fall  by  only  70  cents  for  each  reduction  of  one  dollar  in  GNP.  For 
this  reason,  any  initial  decline  in  spending  and  -output  is  transmitted  with 
diminished  force  to  other  sectors  of  the  economy. 

These  aut(unatic  or  built-in  stabilizers  moderate  the  severity  of  cyclical 
swings  in  the  «‘conomy.  If  the  forces  causing  a  downturn  in  economic 
activity  are  weak  and  transient,  the  automatic  stabilizers  cushion  the  severity 
of  the  de(  line  and  give  the  basic  ret  operative  powers  in  the  private  economy 
a  b<‘tter  opportunity  to  produce  a  prompt  and  full  recovery. 

But  if  the  forces  causing  the  downturn  are  strong  and  persistent,  the 
built-in  stabilizers  may  not  suffice  to  prevent  a  large  and  prolonged  reces¬ 
sion.  Furthermore,  they  are  blindly  symmetrical  in  their  effects.  When 
economic  activity  tjuickens  after  a  slump,  the  rise  in  Federal  revenues 
begins  immediately  and  slows  the  recovery  in  employment  and  incomes. 
For  these  reasons,  the  task  of  economic  stabilization  cannot  be  left  en¬ 
tirely  to  built-in  stabilizers.  Discretionar)’  budget  policy,  e.g.,  changes  in 
tax  rates  or  exjjenditure  programs,  is  indispensable — sometimes  to  rein¬ 
force,  sometimes  to  offset,  the  effects  of  the  stabilizers. 


To  be  effective,  discretionary  budget  policy  should  be  flexible.  In 
order  to  promote  economic  stability,  the  Government  should  be  able  to 
change  quickly  tax  rates  or  expenditure  programs,  and  equally  able  to  re¬ 
verse  its  actions  as  circumstances  change.  Failure  to  arrest  quickly  a  down¬ 
turn  in  income,  production,  and  employment  may  shake  the  faith  of  firms 
and  households  in  prompt  recoveiy  and  thereby  lead  to  a  cumulative 
decline.  Delay  in  countering  inflationary  pressures  rnay  p»'rmit  the  develop¬ 
ment  of  a  self-propelling  speculative  boom,  with  disruptive  consequences 
to  the  domestic  economy  and  the  balance  of  payments.  If  moderate  fiscal 
action  can  be  taken  quickly  and  can  be  spei'dily  reversed  when  circumstances 
warrant,  the  dangers  of  overstimulating  or  overrestricting  the  economy  are 
much  smaller  than  if  fiseal  responses  are  sluggish  and  difficult  to  reverse. 

Fiscal  policy  can  be  made  a  more  flexible  and  more  powerful  tool  of 
economic  stabilization  by  means  that  do  not  ( hang(‘  the  basic  structure  and 
level  of  taxation  or  the  long-run  size  and  composition  of  P'ed»-ral  expenditure 
programs.  Changes  in  the  basic  structure  and  level  of  taxation  should 
be  made  by  the  Congress  with  full  deliberation  in  the  light  of  the  main- 
relevant  considerations,  including  the  long-run  revenue  needs  of  the  Gov¬ 
ernment,  equity  among  individuals  and  groups,  and  the  effects  of  various 
taxes  on  economic  efficiency  and  growth.  Similarly,  changes  in  the 
magnitude  and  content  of  government  expenditures  should  represent  the 
considered  judgment  of  the  people  and  the  Congress  on  national  priorities. 
For  purjxises  of  economic  stabilization  all  that  is  needed  of  tax  |xilicy  is 
temjxirary  variation  in  the  general  level  of  tax  rates  within  the  exist¬ 
ing  structure,  and  all  that  is  required  of  government  outlays  is  timing  of 
certain  expenditures  so  that  they  bolster  employment  and  purchasing  |xnver 
when  the  economy  needs  stimulus  and  taper  off  as  it  approaches  full  «*m- 
ployment.  In  both  cases,  the  form  of  action  required  for  purposes  of 
stabilization  and  the  procedure  for  taking  timely  action  can  be  agreed  upon 
in  advance. 

The  President’s  Recommendations 

The  President  has  recommended  a  three-part  program  for  economic  sta¬ 
bilization.  Its  enactment  would  be  the  most  significant  step  forward  in 
policy  for  economic  stabilization  since  the  Employment  .Act  itself.  These 
three  measures  parallel  recommendations  of  the  Commission  on  Money  and 
Credit,  a  private  group  of  leading  citizens  representing  diverse  economic  in¬ 
terests  and  viewpoints. 

Stand-by  capital  improvements  authority.  Under  the  first  measure,  the 
Congress  would  give  the  President  stand-by  authority  to  initiate  at  a  time 
of  rising  unemployment  up  to  $2  billion  of  public  investments.  More  specif¬ 
ically,  the  program  of  accelerated  capital  improvements  could  be  initiated 
by  the  President  within  two  months  after  the  seasonally  adjusted  unemploy¬ 
ment  rate  (a'  had  risen  in  at  least  three  out  of  four  months  (or  in  four 
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out  of  six  months)  and  (h)  had  risen  to  a  level  at  least  one  percentage 
point  higher  than  its  level  four  nujnths  (or  six  months)  earlicT.  Before 
invoking  this  authority,  the  President  would  1m‘  re(juir(“d  to  make  a  finding 
that  current  and  prospective  economic  developments  recjuire  such  action 
to  achieve  the  objectives  of  the  Kmplt)yment  Act. 

I’nder  the  program,  the  President  would  be  authorized  to  commit  up  to 
(1)  $7.')()  million  for  direct  Federal  exjjenditures.  (2)  $750  million  for 
grants-in-aid  to  State  and  l(Kal  governments,  (3)  $250  million  in  loans  to 
such  States  and  localities  as  would  otherwise  be  unable  to  meet  their  share 
of  project  costs,  and  (4)  a  further  $250  million  to  be  distributed  among 
tlu'  above  three  ( ategories  as  h(‘  might  deem  appropriate.  Once  initiated, 
the  prouram  could  be  terminated  at  any  time  by  the  President. 

rh<‘  program  is  design«*d  to  permit  the  timely  initiation  and  execution 
of  ca[>ital  improxement  projects  which  are  desirable  in  their  own  right. 
To  insure*  that  the  projects  are  appropriately  timed,  several  important  safe¬ 
guards  are  inc  ()r|)orated  in  the  profM)sal.  .An  expandc'd  capital  improve¬ 
ments  program  initiated  bv  the  President  under  this  authority  would  auto¬ 
matic  ally  be  terminated  within  12  months  after  initiation,  unless  extended 
bv  the  Clongrc'ss.  Once  a  program  had  bec'ii  terminated,  a  new  program 
under  this  authorization  could  not  be  initiated  by  the  President  for  6 
months.  With  respect  to  grant-in-aid  expenditures,  the  President  would 
be  reejuired  to  prescribe  rules  t(»  assure  that  assistc'd  projec  ts  were  of  high 
priority,  were  a  net  addition  to  existing  State  and  local  expenditures,  and 
were  of  the  type  which  could  be*  startc'd  (|uickly  and  carried  spec-dily  to 
conclusion.  I’nder  existing  Ic-gislation.  Fc-deral  advances  are  provided  to 
aid  .State  and  loc  al  governments  to  plan  proje-cts  which  would  meet  these 
spc-c  ifications. 

Tc)  insure-  that  the  projects  are  desirable  on  thc  ii  own  merits,  the  pro¬ 
posal  would  limit  direx  t  Federal  expenditures  to  projects  and  programs 
pre\  iously  authorizc-d  by  the  Congress.  .Appropriate  projects  would  include 
resource  conservation  (e.g..  reforestation,  rc-seeding  of  range  lands,  timber 
stand  improvc-ment )  and  various  Federal  public  works,  including  construc¬ 
tion,  repair,  or  modc-rnization  of  Fc-deral  buildings.  Examples  of  projects  for 
which  State  and  local  governments  could  receive  grants  are  hospitals,  air¬ 
ports,  schools,  waste-  treatment  facilities,  street  repairs  and  improvements, 
water  anc,l  sewer  systems,  and  deferred  maintc-nance  and  improvement  of 
public  buildings. 

'Fhe  unemj)loyment  enteria  for  triggering  the  accelerated  capital 
c-xpenditurc's  program  arc-  rigorous  c-nough  to  pre-vent  untimely  or  pre¬ 
mature  activation,  but  not  so  restrictive  as  to  delay  the  effects  of  the 
j)rogram  until  late  in  the  recovery  period.  The  criteria  for  initiation 
of  the  program  would  have  been  met  in  the  early  stages  of  each  of  the  four 
postwar  recessions.  Furthc-rmore,  no  false  signals  would  have  been  given. 
Even  if  the  criteria  were  to  give  a  false  signal  in  the  future — for  example 
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if  unemployment  were  to  rise  because  of  a  major  strike-  the  President 
simply  need  not  invoke  the  authority. 

Table  6  shows  the  dates  at  which  the  unemployment  criteria  would  first 
have  been  met  in  each  recession  of  the  past  decade,  the  date  of  the  previous 
peak,  the  date  of  the  low  point  of  the  recession,  and  the  date  at  which  the 
economy  subsequently  returned  to  full  employment.  In  every  case.  Presiden¬ 
tial  authority  could  have  been  invoked  within  four  months  after  the  previous 
cyclical  peak  and  well  before  the  trough  of  the  recession.  The  first  impact  of 
orders,  contracts,  and  exprenditures  under  the  program  would  have  been  felt 
within  one  or  two  months  after  the  authority  was  invoked. 


Table  6. — Hypothetical  timing  of  proposed  capital  improvements  program  in  four  postwar  husineit 

cycles 


Business  cycle 
(teak 

Unemployment  criteria 
met  • 

Busine.ss  cycle  trough 

.‘tubseuuent  iichievement 
of  full  employment  * 

November  1948 

March  1949 

October  1949 

OctoU-r  19,50 

July  19M 

November  19,53 

-August  19,54 

July  19.55 

July  1957 

November  19,57 

April  19,58 

(•) 

May  1960 

August  1960 

1  February  1961 

1 

(>) 

•  Criterta  are  met  In  any  month  In  which  the  sea.sonalIy  adju.ste<l  unemployment  rate  (a)  ha<l  risen 
In  at  least  three  out  of  four  months  (or  in  four  out  of  six  monthsl  and  (h)  ha<l  rls<'n  to  a  level  at  least  one 
percentage  |x)int  higher  than  its  level  four  months  (or  six  months)  earlier.  Program  could  be  Initlateil 
within  two  months  after  criteria  are  met. 

*  The  date  at  whicli  the  economy  returned  to  the  neighhorhoo<l  of  a  4  |¥-rcent  unemployment  rate. 

>  E  ull  employment  has  not  been  achieved  since  the  beginning  of  th«‘  lit,*);  recession. 

.‘source:  Council  of  Economic  .Advi.s»>rs. 

The  major  impact  of  the  program  would  occur  when  a  stimulus  is 
needed  to  arrest  economic  decline  or  support  recoveiy.  It  would  not  be 
delayed  until  private  demands  are  already  pressing  hard  on  the  economy’s 
capacity  to  produce.  Table  6  indicates  that  a  quick-starting,  fast-moving 
capital  expenditures  program  begun  in  the  early  stages  of  recession  could 
have  been  terminated  before  the  economy  returned  to  full  employment. 

Stand-by  tax  reduction  authority.  The  second  recommendation  is  to 
establish  a  procedure  for  making  quickly  a  tempiorary  across-the-board  re¬ 
duction  in  the  individual  income  tax  rate.  Such  a  reduction  would  be  a 
speedy  and  piowerful  method  of  augmenting  purchasing  power  throughout 
the  Nation. 

Sjjecifically,  the  President  would  be  given  stand-by  authority,  subject 
to  congressional  veto,  to  reduce  temporarily  all  individual  income  tax  rates, 
in  accordance  with  the  following  procedure: 

( 1 )  Before  proposing  a  tempiorary'  tax  reduction,  the  President  must 
make  a  finding  that  such  action  is  required  to  meet  the  stabiliza¬ 
tion  objectives  of  the  Employment  Act. 

(2)  Upon  such  finding,  the  President  would  submit  to  Congress  a 
proposed  temporary  uniform  reduction  in  all  individual  income 
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tax  rates.  The  proposed  temporary  rates  may  not  be  more  than 
5  percentage  points  lower  than  the  rates  permanently  established 
by  the  Congress. 

(.3)  This  change  would  take  effect  30  days  after  submission,  unless 
rejected  by  a  joint  resolution  of  the  Congress. 

(4)  It  would  remain  in  effect  for  6  months  unless  revised  or  renewed 
by  the  same  process  or  extended  by  a  joint  resolution  of  the 
Congress. 

(5)  If  the  Congress  were  not  in  session,  a  Presidentially  proposed  tax 
adjustment  would  automatically  take  effect  but  would  terminate 
30  days  after  the  C’ongress  reconvened.  Extension  would  require 
a  new  proposal  to  the  Congress,  which  would  be  subject  to 
congressional  veto. 

An  across-the-board  variation  in  the  basic  individual  income  tax  rate 
can  be  a  potent  stabilization  measure.  .At  the  current  level  of  taxable  in¬ 
come,  a  reduction  of  1  percentage  point  in  the  tax  schedule  would  add  about 
$2  billion,  at  annual  rates,  to  disposable  personal  income,  and  a  full  5  point 
reduction  would  increase  disposable  income  by  $10  billion.  Since  nearly 
three-cjuarters  of  the  individual  income  tax  is  collected  through  payroll  de¬ 
ductions,  the  rate  n'duction  would  have  an  immediate  effect  up)on  incomes 
available  to  consumers.  Payments  of  taxes  on  estimated  declarations  would 
also  be  reduced,  raising  still  further  the  current  flow  of  consumer  incomes. 
Higher  consumer  incomes  mean  higher  consumer  spending.  The  resultant 
expansion  in  output  and  employment  by  the  consumer  goods  industries  and 
their  suppliers  would  increase  the  incomes  of  those  already  employed  and 
create  jobs  for  many  of  the  unemployed. 

Policy  to  n*vers«‘  recession  or  sp«'ed  recovery  often  calls  for  a  temporary 
boost  in  private  purchasing  }x>wer.  Permanent  reduction  in  tax  rates 
could  give  the  economy  as  strong,  or  stronger,  a  stimulus  but  at  the  possible 
sacrifice  of  tax  revenues  which  would  be  most  desirable  after  the  economy 
returned  to  full  employment.  Private  demands  are  weak  in  periods  of  reces¬ 
sion  and  slack,  but  a  large  part  of  their  weakness  results  from  recession  and 
slack  themselves.  Once  full  employment  has  been  restored,  with  the  help 
of  the  temporary  tax  reduction  as  well  as  other  measures,  private  demands 
will  be  stronger  simply  because  capacity  operation  is  itself  a  powerful  stimu¬ 
lus.  .At  that  time,  the  private  economy  no  longer  needs  the  fiscal  stimulus 
which  is  appropriate  to  reverse  a  decline  or  support  a  recovery.  In  that  case 
a  return  to  permanent  tax  rates  may  be  desirable  in  order  to  provide  room  in 
a  non-inflationary  full  employment  economy  for  defense  outlays  and  other 
continuing  government  programs  of  high  priority.  Indeed,  a  Federal  sur¬ 
plus,  normally  to  be  expected  at  full  employment,  will  provide  saving  to 
finance  private  investments  stimulated  by  capacity  op>erations  and  prosperity 
profits.  Under  the  proposal,  a  tax  adjustment  can  be  speedily  invoked  to 
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meet  the  temporary  re(|iiirements  of  economic  stabilization,  without  p<‘r- 
manently  sacrificing  revenues  needed  at  a  later  date. 

Improi'cment  of  the  uncmploxmt'nt  cornfu'tnation  system.  I'he  third 
major  recommendation  is  to  strenirthen  the  Federal-State  unemployment 
compensation  system.  The  projjosed  legislation  will  make  the  unemplov- 
ment  insurance  system  more  effective  in  meeting  its  two  ohjectiws.  Indi¬ 
vidual  workers  will  be  more  secure  against  the  risks  of  unemployment.  I  he 
economy  will  be  more  secure  against  the  risks  of  sharp  declines  in  purchas¬ 
ing  power. 

,\s  pointed  out  in  Part  I  of  this  chapter,  unemplovment  benefits  are  now 
generally  smaller,  relative  to  earnings,  than  the  .')0  perct'iu  envisaged  when 
the  system  was  first  inaugurated  a  generation  ago.  Furthermore,  it  has 
been  necessary  during  the  last  two  n'cessions  to  enact  tem|i<'»rar\'  legislation 
to  extend  the  period  of  unemployment  compensation  for  the  larg«*  numb<‘rs 
of  workers  who  had  exhausted  their  benefit  rights.  To  insure  that  ex¬ 
perienced  workers  who  suffer  long-term  unemployment  during  periods  of 
prosperity  will  receive  the  same  benefits  as  during  recessions,  the  .Xdministra- 
tion  has  proposed  a  permanent  Federal  program  under  which  the  pericxl 
of  unemplovment  compensation  would  be  extended  by  as  much  as  1  weeks 
for  workers  who  have  had  at  least  three  years'  experience  in  insured  work. 
The  proposal  also  provides,  when  unemployment  is  widespread,  a  Federal 
program  extending  the  period  of  benefits  for  all  insured  workers,  incliuling 
those  who  do  not  qualify  for  the  p('rmanent  program  of  extendt'd  benefits 
because  they  have  had  less  than  three  years  of  experience  in  insured  work. 
This  extension  could  be  put  into  effect  upon  proclamation  by  the  President 
when  insured  unemployment  has  reached  }K'rcent  and  the  num¬ 
ber  of  b<'nefit  exhaustions  in  a  three-month  period  has  reached  1  percent 
of  insured  employment.  In  these  periods,  regular  benefits  are  exhausted 
by  large  numbers  of  workers  and  particularly  by  workers  who  have  onlv 
limited  experience  in  insured  employment. 

To  raise  the  percentage  of  wages  comp<‘nsated  by  unemployment  insur¬ 
ance  and  to  accomplish  other  needed  reforms,  the  following  recom¬ 
mendations  are  made:  ( 1 )  an  additional  three  million  workers  should  be 
covered;  (2)  States  should  be  required  to  meet  higher  standards  with 
respect  to  the  amount  of  weekly  benefits;  (3)  States  which  have  experi«-nced 
heavy  insured  unemployment  should  receive  reinsurance  grants;  (4)  a  State 
may  not  deny  compensation  to  claimants  undergoing  approved  training. 

Since  the  unemployment  compensation  system  is  an  insurance  program 
designed  to  be  self-financing,  increased  benefits  must  be  matclu'd  by  in¬ 
creased  contributions.  The  proposal  would  increase  the  taxable  wage  base 
from  $3,000  a  year  to  $4,800  and  make  permanent  the  temporary  increase 
adopted  in  1961,  which  raised  the  net  Federal  unemployment  tax  from 
0.4  percent  to  0.8  percent. 
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I  hes(“  thrrc  rccomiiH'iidations  toEjrthcr  constitute  a  far-rrachirijE;  innova¬ 
tion  in  discretionary  fiscal  j)oli(y.  At  the  same  time,  they  are  moderate 
proposals,  candidly  definini?  and  limitinif  the  authority  whii  h  they  confer. 
They  will  ij;f>a  lonp;  way  toward  providing  the  fh'xihilitv  in  fiscal  policy  which 
is  essential  if  the  Nation  is  to  make  prosjx  rity  the  rule  and  not  the  (‘xerption 
in  its  economic  life.  In  thi"  past  7  yi'ars  the  Nation  has  undergone  three 
recessions.  In  thi*  4'/^  years  siiu  e  1957.  full  <-mpIoyment  has  not  once  been 
attained.  While  some  fluctuations  in  business  and  consumer  spending  will 
always  occur,  nothint!;  in  our  fr«*e  enterprise  economy  cond<*mns  us  to  repi’at 
this  rei cut  experience.  Prud<‘nt  innovations  in  the  tools  of  fiscal  policy,  and 
careful  use  of  both  new  and  old  tools,  can  tjreatlv  improve  the  stability  of 
our  <•( onomy  in  the  years  ahead. 

Ib  ocKT  Pot. ICY.  19,")8 

I  he  Federal  budget  has  influenced  economic  activity  in  reicnt  years  in 
two  ways:  throuph  the  workings  of  the  built-in  stabilizers,  and  throuyh  dis- 
(  retionary  i  hanges  in  the  budijet  prot;ram.  It  is  not  easy  to  separate  these 
two  influeni  ('s.  In  order  to  do  so.  it  is  net  essary,  first,  to  view  Federal 
fiscal  transactions  in  the  same  accountimt  fiamework  used  to  describe  the 
whole  economy.  The  national  incotur  account'^  bud<^('t  is  a  way  of  measur- 
inij  and  classifyini;  Federal  transai  tions  which  accords  with  the  national 
income  and  product  accounts  for  the  economy.  Second,  it  is  convenient 
to  have  a  numerical  measun*  of  the  expansionary  or  restrictive  impact  of 
a  budi;(‘t  program  on  the  economy.  T  he  full  employment  surplus  is  such 
a  measure.  Phis  section  disc  iissi's  these-  two  somewhat  unfamiliar  but  highly 
useful  tcMils  and  thi-n  applic-s  them  in  an  analysis  of  recent  and  prospec  tive 
budget  policies. 

The  Xational  Income  .-((counts  Budiiet 

The  effects  of  Ft-deral  recc-ipts  and  expenditure's  on  the  income-  stream 
are-  most  accurate-ly  re-pre-sente-d  when  the  budge-t  is  viewe-d  in  the-  framework 
of  the  national  ineome-  accounts.  T'he-se  accounts  pre-se-nt  a  consistent 
re-cord  and  classifieation  of  the-  major  flows  of  output  and  ineome  for  the 
entire  e-conomv,  including  the-  transactions  e>f  the  Fe-de-ral  Ciovernment. 
T  he  re-  are  thre-e-  maje>r  diffe-re  nec-s  betwe-en  the  Fede-ral  budget  as  it  is 
conventionally  pre-se-nte-d  (the-  so-calle-d  “administrative  budget”^  and  the 
accounts  of  the-  Fe-de-ral  se-ctor  as  the-v  appe-ar  in  the-  national  income.  The- 
major  diffe-rence-s  be-twe-e-n  the-se  two  budge  ts,  and  between  both  of  them 
and  the-  consolielate-d  cash  budge-t,  are-  schematically  summarized  in 
T  able-  7.  Thc-re-  are-  other,  less  significant  difVere-nee-s  among  the  budge-ts, 
sueh  as  the  treatment  of  intrageivernmental  transactions. 

First,  the-  national  income-  accounts  budget,  like-  the-  consolidate-d  cash 
budget,  include-s  the  transactions  of  the  trust  funds,  which  amount  cur¬ 
rently  to  about  $2.")  billion  per  yt-ar  and  have  a  significant  impact  on  the 
econotny.  Highway  grants-in-aid,  unemployment  compensatiem  payments, 
and  social  se-c  urity  be-nefits  are-  examples  of  liust  fund  transactions.  Be-cause 
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Table  7. — Major  diffnencrs  amon)>  three  concepts  of  the  Federal  budget 


Item 

1  Administru- 
Uv*' 

Consolidated 

cash 

National  in¬ 
come  accounts 

('olU'otions... 

Colleetions  ... 

Inelude<l.  _ 

IneliKled . -i 

Treatment  of  trust  fund  transactions . 

I  ExeUideil . 

1  Included . 

! 

Sourer:  Council  of  Ei-onomic  Advisers. 


the*  traditional  budget — or  administrative  budget — is  primarily  an  instru¬ 
ment  of  management  and  control  of  those  Federal  activities  which  operate 
through  regular  congressional  appropriations,  it  excludes  the  trust  funds, 
which  have  their  ow  n  legal  sources  of  revenue. 

Second,  transactions  tn'tween  government  and  business  are,  so  far  as  pos¬ 
sible,  recorded  in  the  national  income  accounts  budget  when  liabilities  are 
incurred  rather  than  when  cash  changes  hands.  This  adjustment  in  timing 
affects  both  government  purchases  and  taxes,  shifting  them  to  the  point 
in  time  at  which  they  are  likely  to  have  their  principal  impact  on  private 
spending  decisions.  The  choice  of  an  accrual,  rather  than  a  ca.sh,  basis  for 
timing  is  particularly  important  for  the  highly  volatile  corporate  income 
tax.  Since  these  taxes  are  normally  paid  more  than  six  months  after  the 
liabilities  are  incurred,  payments  of  corporate  income  taxes,  as  recorded  in 
the  administrative  budget,  run  substantially  below  accruals  in  a  period  of 
rising  economic  activity.  For  fiscal  year  1962,  this  difference  is  estimated 
at  about  $3  billion. 

Finally,  unlike  the  administrative  budget,  the  national  inconie  accounts 
budget  omits  government  transactions  in  financial  assets  and  already  existing 
assets.  The  largest  omission  is  the  volume  of  loans  extended  by  the  Federal 
Government.  This  volume  is  estimated  at  $4  billion  net  of  repayments 
in  fiscal  year  1962.  While  these  loans  have  imjwrtant  effects  on  economic 
activity,  they  are  properly  viewed  as  an  asfject,  not  of  fiscal  fxilicy,  but 
of  monetary  and  credit  policy,  and  are  so  discussed  later  in  this  chapter. 
Borrowers  from  the  Federal  Government,  like  borrowers  from  private 
financial  institutions,  acquire  cash  by  incurring  debts.  They  add  thereby 
to  their  liquidity,  but  not  directly  to  their  incomes. 

The  Full  Employment  Surplus 

As  p>ointed  out  earlier  in  this  chapter,  the  magnitude  of  the  surplus 
or  deficit  in  the  budget  depends  both  on  the  budget  program  and  on  the 
state  of  the  economy.  The  budget  program  fixes  both  tax  rates  and  ex¬ 
penditure  programs.  The  revenues  actually  yielded  by  most  taxes,  and  the 
actual  expenditures  under  certain  programs  like  unemployment  compensa¬ 
tion,  vary  automatically  with  economic  activity.  To  interpret  the  economic 
significance  of  a  given  budget  it  is,  therefore,  essential  to  distinguish  the 


automatic  changes  in  revenues  and  exp<'nditures  from  the  discretionary 
changes  which  occur  when  the  Government  varies  tax  rates  or  changes  ex- 
p<-nditure  programs.  'I'he  discussion  that  follows  runs  in  terms  of  the  na¬ 
tional  income  accounts  budget. 

In  Chart  6  this  twofold  aspect  of  fiscal  policy  is  jwrtrayed  for  the 
fiscal  years  1960  and  1962.  Since  tax  revenues  and  some  expenditures  de- 
p<‘nd  on  the  level  of  economic  activity,  there  is  a  whole  range  of  possible 
surpluses  and  deficits  associated  with  a  given  budget  program.  The  particu¬ 
lar  surplus  or  deficit  in  fact  realized  will  depend  on  the  level  of  economic 
activity.  On  the  horizontal  scale,  Chart  6  shows  the  ratio  of  actual  GNP  to 
the  economy’s  potential,  labeled  the  “utilization  rate.’’  On  the  vertical 
scale,  the  chart  shows  the  Federal  budget  surplus  or  deficit  as  a  percentage  of 
potential  GNP. 

CHART  6 

Effect  of  Level  of  Economic  Activity 
on  Federal  Surplus  or  Deficit 


JL/ACTUAL  GNP  AS  PERCENT  OP  POTENTIAL  GNP 
SOURCE;  COUNCIL  OF  ECONOMIC  ADVISERS 
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The  line  labeled  “fiscal  1960  program"  represents  a  calculation  of  the 
budget  surplus  or  deficit  which  would  have  occurred  at  various  levels  of  eco¬ 
nomic  activity,  given  the  Federal  expenditun*  programs  and  the  tax  rates  of 
that  year.  For  the  reasons  explained  earlier,  the  same  budget  program 
may  yield  a  high  surplus  at  full  employment  and  a  low  surplus  or  a  deficit  at 
low  levels  of  economic  activity.  Fhe  actual  budget  position  in  fiscal  year 
1960,  a  surplus  of  $2.2  billion  or  0.4  percent  of  potential  CiNP,  is  shown  at 
point  A;  this  accompanied  a  level  of  (J\P  5  percent  below  potential.  Had 
full  employment  been  achieved  that  year,  however,  the  same  basic  budget 
program  would  have  yielded  a  surplus  of  alwnit  $10  billion,  or  nearly  2  per¬ 
cent  of  gross  national  product  (point  F  in  the  chart).  Fhe  line  labeled 
“1962  program”  similarly  shows  the  relationship  between  ec  onomic  activity 
and  the  surplus  or  deficit,  for  the  budget  program  of  1962;  the  ex{)ected 
deficit  is  shown  at  point  B,  and  the  full  employment  surplus  at  point  O. 

It  is  the  height  of  the  line  in  Chart  6  which  reflects  the  basic  budgi't 
program;  the  actual  surplus  or  deficit  depends  both  on  the  height  of  the 
program  line  and  the  level  of  economic  activity.  In  other  words,  discre¬ 
tionary  fiscal  policy,  by  changing  the  level  of  Covermnent  <-xfxmditun‘s 
or  tax  rates  shifts  the  whole  program  line  up  or  down.  The  automatic 
stabilizing  eflfects  of  a  given  budget  program  are  reflected  in  the  chart  by 
movements  along  a  given  line,  accompanying  changes  in  economic  activity. 
One  convenient  method  of  comparing  alternative  budget  programs,  which 
separates  automatic  from  discretionary  changes  in  surplus  and  deficits,  is  to 
calculate  the  surplus  or  deficit  of  each  alternative  program  at  a  fixed  level  of 
economic  activity.  As  a  convention,  this  calculation  is  made  on  the  assump¬ 
tion  of  full  employment.  In  Chart  6,  the  points  F  and  G  mark  the  full 
employment  surplus  in  the  budget  programs  of  fiscal  years  1960  and  1962, 
respectively.  The  statement,  “the  fiscal  1960  budget  had  a  larger  full 
employment  surplus,  as  a  fraction  of  potential  GNP,  than  the  1962  budget” 
is  a  convenient  shorthand  summary  of  the  fact  that  the  1962  budget  line 
was  below  the  1960  line,  yielding  smaller  surpluses  or  larger  deficits  at 
any  comparable  level  of  activity. 

The  full  employment  surplus  rises  through  time  if  tax  rates  and  ex¬ 
penditure  programs  remain  unchanged.  Because  potential  GNP  grows, 
the  volume  of  tax  revenues  yielded  by  a  fully  employed  economy  rises, 
when  tax  rates  remain  unchanged.  Full  employment  revenues  under  exist¬ 
ing  tax  laws  are  growing  by  about  $6  billion  a  year.  With  unchanged  dis¬ 
cretionary  expenditures,  a  budget  line  drawn  on  Chart  6  would  shift  upward 
each  year  by  about  1  percent  of  potential  GNP. 

The  full  employment  surplus  is  a  measure  of  the  restrictive  or  expansion¬ 
ary  impact  of  a  budget  program  on  over-all  demand.  Generally  speak¬ 
ing,  one  budget  program  is  more  expansionary  than  another  if  it  has  a 
smaller  full  employment  surplus.  One  budget  program  might  have  the 
smaller  full  employment  surplus  because  it  embodies  greater  Federal  pur¬ 
chases  of  goods  and  services,  in  relation  to  potential  GNP.  By  the  same 
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token,  it  leaves  a  smaller  share  of  full  employment  output  for  private 
purchase.  'I'his  means  that  full  employment  is  easier  to  maintain  under 
the  budu;et  program  with  the  smaller  surplus,  because  less  private  demand 
is  required.  It  also  means  that  inflation  is  more  difficult  to  avoid,  be¬ 
cause  there  are  fewer  ^ocxls  and  services  to  meet  private  demand  should 
it  prove  strong.  Alternatively,  one  budget  program  might  have  a  smaller  full 
employment  surplus  than  a  second  be(  ause  it  involves  either  lower  tax  rates 
or  larger  transfer  payment  programs.  In  that  event,  private  after-tax  in¬ 
comes  are  larger  at  full  employment  for  the  first  budget  program  than  for 
the  second.  As  a  result,  private  dc-mand  would  be  stronger  under  the  first 
program. 

If  the-  full  employment  surplus  is  too  large,  rc-lative  to  the  strength  of 
private  demand,  cTonomic  activity  falls  short  of  potential.  Corre-spond- 
ingly,  the-  budget  surplus  ac  tually  realizc-d  falls  short  of  the  full  employment 
surplus;  indec'd,  a  deficit  may  cx-cur.  If  the  full  employment  surplus  is  too 
small,  total  demand  excec'ds  the  capacity  of  economy  and  causes  inflation. 

But  whether  a  givc-n  full  employment  surplus  is  too  large  or  too  small 
defx-nds  on  other  government  |x>licies,  as  well  as  on  economic  circum¬ 
stances  aflcTting  the  general  strength  of  private  demand.  If  the  full 
c*njploymc*nt  surplus  is  too  large,  more-  expansionary  monetary  and  credit 
policies  may  strengthen  private  demand  sufficiently  to  p<*nnit  full  employ¬ 
ment  to  Ik'  realizc'd.  Changes  in  tax  structure,  stimulating  demand  while 
Ic-aving  the  yield  of  the  tax  system  unchanged,  might  have  the  same  effect. 
Similarly,  rc'strictive  changes  in  other  government  policies  can  offset  the 
expansionary  influence  of  a  low  full  employment  surplus. 

A  mixture  of  fxdicies  involving  ( 1 )  a  budget  program  with  a  relatively 
high  full  employment  surplus  and  (2)  monetary  ea.se  and  tax  incentives 
stimulating  enough  private  investment  to  maintain  full  employment,  has 
favorable  consecjuences  for  economic  growth,  discussed  in  Chapter  2. 

The  Budfiet  in  1958  SO 

The  analysis  of  the  budget  program  in  terms  of  the  full  employment 
surplus  {xiints  to  a  probable  major  cause  of  the  incomplete  and  short-lived 
nature  of  the  19.‘j8  60  expansion.  'Fhe  most  restrictive  fiscal  program  of 
recent  years  was  the  program  of  1960.  Its  full  employment  surplus  ex¬ 
ceeded  any  from  19.')6  to  date.  Estimates  of  the  full  employment  surplus 
by  half  years  are  shown  in  Chart  7.  The  full  employment  surplus  declined 
sharply  as  a  result  of  higher  expenditures  during  the  1957-58  recession 
until  it  reached  an  estimated  $3  billion  in  the  second  half  of  1958.  There¬ 
after,  it  rose  gradually  through  most  of  1959  but  then  increased  sharply  to 
about  $12/2  billion  in  1960.  I'hus,  whereas  the  Federal  budget  contributed 
to  stability  during  the  contraction  phase  of  the  cycle  and  during  the  first 
year  of  the  expansion,  it  was  altered  abruptly  in  the  direction  of  restraint 
late  in  1959  at  a  time  when  high  employment  had  not  yet  been  achieved. 
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CHART  7 


Federal  Surplus  or  Deficit: 
Actual  and  Full  Employment  Estimate 

(National  Income  Accounts  Basis) 
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1956  1957  1958  1959  I960  1961  1962  1963 


CALENDAR  YEARS 

•SEASONALLY  ADJUSTED  ANNUAL  RATES,  DATA  ARE  FOR  HALF  YEARS 

VE5TIMATED  BEGINNING  SECOND  HALF  1961 

STIIRCES:  department  OF  COMMERCE,  BUREAU  OF  THE  BUDGET  AND  COUNCIL  OF  ECONOMIC  ADVISERS 

Federal  Fiscal  Activity  in  1961  62 

Immediately  upon  taking  office,  the  new  .Administration  moved  vigorously 
to  use  the  fiscal  powers  of  the  P'ederal  (iovernment  to  help  bring  about 
economic  recovery.  Federal  pnx  urement  was  accelerated  by  Presidential 
directive  early  in  Februars',  and  tax  refunds  were  also  expedited.  .*\  listing 
of  Administration  stabilization  fxilicies  during  1961  is  provided  in  the 
Appendix  to  this  chapter.  Changes  in  transfer  programs  added  about  $2 
billion  to  the  combined  total  of  transfer  payments  for  fiscal  years  1961  and 
1962.  1  he  Veterans  Administration  advanc  ed  the  paymc'iit  of  $150  million 

of  veterans’  life  insurance  dividends  into  the  first  cjuarter  of  calendar  year 
1961,  and  then  made  an  extra  dividend  payment  of  $218  million  at  midyear. 
Fhe  Congress  promptly  adopted  a  number  of  measures  requested  by  the 
President.  A  Temporary  Extended  Unemployment  CompensaticJn  Act 
was  adopted,  providing  for  extension  of  e.xhausted  benefits  and  giving  the 
Administration  time  to  develop  a  comprehensive  program  for  permanent 
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irnprovriTU'nt  in  uiK'inplovnu'nt  coinpcnsation.  Sex  ial  security  b<‘nefits 
were  iru  rease'd  dice  live*  in  August,  and  aid  was  extended  to  children 
dependent  on  unemployed  persons.  'I'ransfer  payments  represent  a  major 
element  of  flexihility  in  Federal  expenditures.  W  hile  transfer  projEjrams — 
like  any  Federal  outlays  ou^ht  to  stand  on  their  merits,  the  precise  timing 
of  worthwhile  new  programs  properly  depends  on  economic  conditions. 
I  he  objectives  of  economic  stabilization  in  1961  argued  strongly  for  speeding 
the  introduction  of  programs  like  improvc'inents  in  social  sec  urity.  schedulc-d 
to  bc‘  adoptc'd  latcu  . 

Otlier  Federal  outlays  incrc'asc'd  in  1961  to  meet  specific  national  needs. 
Fc-dc'ral  grants  to  State’s  and  lex  alities  for  urban  re  newal,  area  rc’develop- 
me-nt,  highways,  and  public  assistane  c’  incre‘a«e‘d.  Dirc’ct  payments  to  farm¬ 
ers  were  ine  leasc’d  as  a  rc'sult  of  participation  in  the  fe-e-d  grains  })rogram. 
Fhc'  large-st  ine  rc’ases  in  expe-nditurc’s  came  in  the  areas  of  dc’fense  and  space 
exploratiem.  Fhc’se  programs  were  expandc’d  for  re-asons  of  national  se- 
(  urity,  not  for  e-conomic  stabilization.  However,  stabilization  objc'c  tives 
rulc’d  against  anv  increase’s  in  tax  rate’s  to  hnance  thc’se  new  e-xpe  nditure-s. 

During  1961,  the  estimate-d  full  emplen  tne-nt  surplus  dc’clinc’d  si^niHe  antly, 
Irom  an  annual  rate  of  $12/2  billion  in  the’  sc’eond  half  of  1966  to  SS/j 
billion  in  the  sc’e ond  half  of  1961.  As  shown  in  (diart  7,  the  actual  surplus 
or  dc’fie  it  has  bc’c’n  substantiallv  differe-nt  from  its  fidl  employment  counter¬ 
part.  Since  private’  income’s  dc’clined  during  late  1960  and  into  1961,  the- 
ae  tual  budget  position  shifted  from  a  surplus  of  $1  billion  in  the’  sc’cond  half 
of  1960  to  a  deheit  of  $.5  billion  in  the-  first  half  of  1961.  Fhe-n  as  the  econ¬ 
omy  began  to  rc’e  over,  the  deficit,  in  the  national  income  accounts,  shrank  to 
$2  billion  in  the  see  ond  half  of  the  year.  Fhe  rising  deficit  in  the  e-arly  jiart 
of  1961  was  due’  both  to  a  shift  downward  in  its  budget  program  line  (as 
discrc’tionars  budget  outlavs  we’re  ine  reasc’d)  and  to  a  move-me-nt  to  the  left 
alemg  the  new  line  (as  private’  income’s  and  F'c’deral  tax  receipts  dc’clined). 

Fhe  Federal  national  income’  accounts  budgc’t  appropriately  showc’d  its 
largc’st  dc’ficit  early  in  1961,  when  the’  economv  was  near  the’  trough  of  re- 
( c’ssion.  Since  then,  the  deficit  has  bc’en  steadily  dee  lining  in  spite  of  rising 
expe’nditurc’s,  and  a  surplus  is  c’xpee  te’d  in  the’  first  half  of  1962.  Fhe  ad¬ 
ministrative  and  cash  dc’fie  its  show  a  different  time  pattern,  w  ith  deheits 
rising  in  the  1962  fiscal  year,  primarilv  bc’cause  tax  collc’ctions  lag  bc'hind 
tax  liabilities. 

The  fiscal  actions  taken  during  the  past  year  reflect  the  Administration’s 
jihilosophy  that  the  budget  is  a  positive  instrument  for  economic  stabiliza¬ 
tion.  .‘\ccording  to  the  original  Januan,  1961  budge’t  estimates,  expendi¬ 
tures  on  national  income-and-product  account  were  expected  to  reach  a  level 
of  $98  billion  in  hscal  year  1962.  Present  estimates,  which  incorporate  all 
of  the  changes  made  by  executive  and  legislative  action,  indicate  that  these 
expe’tiditures  will  amount  to  more  than  $106  billion.  This  increase  in 
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('XjX'iiditun's  is  itself  respotisible  lor  a  rise*  in  the  gross  national  prochu  t  that 
can  he  estimated  conser\  ativelv  at  $1,’)  hillion. 

Buds’ft  Policy  for  Fiscal  196H 

The  balanced  adininistratixf  Ixideet  proposed  foi  fisc  al  vear  l‘th!^  projec  ts 
an  inc  rc'ase  o\ei  the*  currcMU  fisc  al  vear  of  nc-aiK  $(1  hillion  in  Fedeial  outla\s 
on  inconie-and-produc  t  ac  count.  Ifec  ause  of  the'  S'i  hillion  a  \ear  inc  icase 
in  social  insurance  taxc's  ellecti\e  januarv  1,  l!*h;l.  the-  lull  emplo\ment 
surplus  rises  in  the-  first  half  of  f9h;h  But  it  remains  c onsideiahlv  below 
the  Ic’vel  of  19h0  Clhart  7).  Fiscal  policy  will  he  less  restric  ti\c  than  it  was 
in  the  late  stages  of  the'  last  recovc-ry.  1  he-  hudeetarv  pioeiam,  vic-lcling  a 
surplus  on  income-and-product  ac  count  of  .S  l.  l  hillion  n  llec  ts  the  reason¬ 
able  expc'c  tation  that  4  |)ercc'nt  unemployment  will  he  reac  hed  by  the 
c'nd  of  the  1964  fiscal  year.  I  he  fc*asihility  of  this  objective-  and  the  out¬ 
look  for  the  economy  have  been  appraised  in  detail  in  Part  1  aho\(-.  Ob¬ 
viously,  the  stre-ngth  of  private-  demand  ovc-i  the  nc-xt  18  months  cannot  now 
be  assc'sst'd  with  prc-cision.  Any  plans  cenc-ring  the-  uncertain  future-  are- 
necessarily  risky.  A  lt*ss  expansiecnary  budt;e-t  with  a  larue-r  full  e-mplov- 
ment  surplus  would  prenide  adde-d  as-urance-  ecf  pric  e-  stability  but  only  at 
the  cost  of  increase-d  dangers  of  an  incomj)le-te  re-ccne-iv.  A  more-  expan¬ 
sionary  budget  would,  on  the  other  hand,  improve-  the-  outlcKck  for  maximum 
producticni  and  em})loyment  but  incrc-ase-  the-  risks  of  l  ising  jeric  e-s. 

The  risks  of  an  incomple-te-  re-covery,  on  the-  one-  hand,  or  c.f  rising  pric  e-s 
on  the  other,  are  fortunately  reduced  by  the  automatic  stabilizing  c  harac  te-i  - 
istics  of  the  budget.  If  prisate-  demand  proves  exce-ssive-Iv  bouv.mt,  th<- 
added  revenues  c  an  be-  expecte-d  to  enlarge  the-  surplus  in  the-  budget,  the-re- 
by  mode-rating  inflationary  pie-ssure-s.  Cacnse-rse-Iv.  any  shortfall  in  piivate- 
deniand  will  likewise  be  partially  countc-ie-d  bv  a  shortfall  in  tax  re-se-nue-s 
In  addition,  disc  re-tionary  policy  will  re-main  fle-xible-.  First,  mone-tary  pol¬ 
icy  can  be  use-d  fle-xibly.  'Fhe-  Fede-ral  Rese-r\e-  c  an  attune-  its  |)olic  ie-s  to 
the  pattern  of  out])ut.  e-mployme-nt.  and  price-s  as  it  unfolds  during  the- 
months  ahead.  Se-cond.  as  the-  e-xpe-rie-nce  of  1961  de-monstrate-d.  the-  budee-t 
itself  is  a  flexible  tool  which  can  be-  adjuste-d  during  the-  course-  of  a  fise  al 
year  by  varying  the-  timing  of  outlays  and  bv  le-gislati\  e-  ac  tion.  Finally, 
the  Pre-side-nt's  stabilization  proposals  de-se  ribe-d  e  arlie-r  in  this  chapte-i. 
would,  if  adopte-d,  signihcantly  stre  ngthe-n  the-  gove-rnme-nt’s  ability  to  act 
swiftly  and  e-nerge-tically  in  me-e-ting  unfore-se-e-n  e-conomie  cleve-lo|)me-nts. 

MoNKT.XRY  .\NI)  CIrKDH  PoI.ICIKS  .\M)  FiCONOMIC  Sr.MUI.ITS 

Fhe  st-cond  major  instrument  of  the  Ciovernme-nt  for  c-conomic  stabiliza¬ 
tion  is  monetary  and  cre-dit  policy,  inte-rpreted  in  the-  broacle-st  se-nse  to 
encomjjass  all  governme-ntal  actions  alTe-c  ting  the  lic|uidity  of  the-  e-c  cniom\ 
and  the  asailability  and  cost  of  credit.  Here-  the-  Fe-de  ral  (iovernme-nt  has 
broad  and  inescapable-  responsibilitic-s.  stemming  basically  from  the  sove-re-ign 
right  of  Congress  “to  coin  mone-y.  regulate  the  value  there-of.  .  .  .”  'Fhe- 
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(I()\rmni(“iit's  itifluciuc  is  cxi'n  iscd  in  srvcral  ways  principally  throujEjh 
Federal  Reserve  (ontiol  of  the  total  volume  of  hank  reserves,  but  also 
throiiL’h  rie.isiiiA  nianae;ement  of  the  public  d<‘bt  and  throuiih  the  adinin- 
istr.ition  of  a  varietv  of  i>overnm<  nt  lendine;  and  (  redit  guarantee  proyranis. 

These  |)ouers  can  sienifuantK  affect  the  flow  of  funds  into  business  invest¬ 
ment.  (a[jital  i‘\penditun‘s  of  State  and  local  {governments,  residential 
eonsti u(  tion.  and  pun  bases  of  consumer  durable  iroods.  MonetaiA'  and 
c  redit  polic  ic-s  c  an  be-  flc-xible,  n-s[)ondinii  at  short  notice  to  changc-s  in 
economic  c  in  iimstancc-s  and  prosper  ts. 

In  an  im|)oitant  sc-nsc‘,  the*  pii\atc*  economv  of  the*  1’nitc‘d  States  contains 
automatic  or  “'built-in”  monc‘tar\  stabili/c-rs.  F’nless  the  (Jovernmc'nt  ac  ts 
to  make  compensating  c  hamjjes  in  the*  monetarv  base*,  expansion  of  gc*neral 
c*conotiiic  ac  ti\  itv,  ac  cc)mpanic*d  bv  inc  n*ased  dc*mands  for  licjuid  balances 
and  for  in\(*stmc*nt  funds,  will  tc*nd  to  tighten  intc*r(*st  ratc*s  and  n*stric  t  the 
availabilitv  of  c  rc*dit.  Simikulv.  a  rc*cc*ssion  of  businc*ss  activitv  will  nor¬ 
mally  lc*ad  to  lowc'i  rates,  c*asic  r  tc*rms.  and  less  stringent  rationing  bv 
lenders,  lake*  fiscal  stabili/c*rs.  the*  monc*tar\  stabilizc*rs  an*  oftc*n  useful 
built-in  def<*nsc*s  against  rc*cc*ssions  or  against  inflationary  c*xc  c*sses  of  de- 
m.md.  But  thc*sc*  dc*lc*nsc*s  mav  not  be*  strong  e  nough.  Bc*ing  automatic 
stabilizc*rs,  thc*y  can  only  moderate*  unfavorable  dc*vc*lopmc*nts;  the  y  cannot 
pn*\ent  or  rt*verst*  thc*m.  .\nd  at  othc*r  times,  unlc*ss  the  monc*tary  authori- 
tic*s  oflsc*t  their  e  ffects,  they  c  an  opc*nitc*  cc)untc*r  to  basic  jolic  y  objecti\es, 
braking  c*xp.msic)ns  short  of  full  c*mploymc*nt.  Discretionary  policy  is 
essenti.d,  sometimc*s  to  ic  infoice,  somc*timc*s  to  mitigate  or  overcome,  the 
monc*tarv  c  c>ns(“c|uc*nc  c*s  of  short-run  flue  tuations  of  econcmiic  activity.  In 
addition.  discrc*tionarv  polic  v  must  ijro\  idc*  the*  base*  for  expanding  liquidity 
and  cn*dit  in  line*  with  the  growing  production  potential  of  the  ecc^nomy. 
For  thc*sc*  rc*a'-ons.  the*  Fc*dc*ral  Rc*sc*ivc*  .Svstc*m  is  continuousK  making  and 
c*xi*c  uting  disc  n*tior’.ai V  monc*tarv  poliev. 

'The  pic)pc*r  degrc*e  of  gc*nc*ral  “‘tightness’’  or  ““easiness”  of  monetarx' 
|)olic  V.  and  the*  tc*chnicjuc*s  bv  which  the*  various  governmc*ntal  authorities 
can  appiopriatc-ly  sc*c'k  to  achic*vc*  it,  depend  on  the*  state  of  the*  domc*stic 
c*conomy,  on  the*  fiscal  polic  ic*s  of  the  Clovernment,  and  on  the  international 
c*c  cmomic  position.  \Vhc*n  the*  c*conomv  is  in  rc*c  ession  or  beset  by  high 
unemploymc*nt  and  excess  capacity,  monc*tary  policy  should  clc*arly  be 
(*xpa‘nsionary.  How  e  xpansionary  it  shoidd  be*  depc*nds  verv  much  upon 
the*  c*xtc*nt  of  the*  stimulus  that  the  go\c*rnmc*nt  budget  is,  and  will  be,  giving 
to  o\c*r-all  dc  uiand.  When  dc*mand  is  thre-atening  to  outrun  the  c*c  onomy’s 
pioduc  tion  potc*ntial,  monetary  policy  should  be  rc*strictive.  How  restric- 
ti\c*  it  should  be*  dc*pc*nds,  again,  upon  how  much  of  the  job  of  containing 
inflation  is  assumc*d  by  fiscal  policy.  Fhere  is.  in  principle*,  a  variety  of 
mixturc*s  of  fiscal  and  monc*tary  polic  ies  which  can  accomplish  a  given 
stabilization  objc*cti\c*.  Cdioice  among  them  depends  uj)on  other  objectives 
and  coitstraints.  'The  rc*lation  c^f  this  choic  e  to  c*conomic  growth  was  noted 
abene;  the*  stabilization  of  demand  at  full  employment  levels  by  a  budget 


surplus  compensated  by  an  expansionary  monetary  policy  is  favorable  to 
growth.  On  the  other  hand,  monetary  policy  may  in  some  circumstances 
be  constrained  by  the  balance  of  payments.  If  low  interest  rates  encourage 
foreign  borrowing  in  the  United  States  and  a  large  outflow  of  funds  seeking 
higher  yields  abroad,  monetar\’  fxilicy  may  have  to  be  more  restrictive 
than  domestic  economic  objectives  alone  would  dictate.  I'be  first  line 
of  defense  is  to  trv  to  adapt  the  technicjues  of  monetary  control,  so  that 
policy  can  serve  both  masters  at  once.  F.ven  so,  difficult  decisions  of  balance 
between  conflicting  objectives  may  sometimes  be  unavoidable. 

Sf  on et ary  Policy  and  Debt  Management 

.\t  the  beginning  of  1960,  monetarv-  policy  was  restrictive  and  interest 
rates  were  generally  at  postwar  peaks.  Despite  bullish  exjx'ctations  about 
the  economy,  interest  rates  soon  began  a  slow  decline  that  lasted  seven  or 
eight  months,  aided  by  a  gradual  reversal  of  Federal  Reser\e  policy 
(Table  8)  beginning  in  March  and  furthered  by  the  recession  starting  in 
May. 

However,  the  Federal  Reserve’s  anti-recession  policy,  for  the  first  time 
since  the  early  1980’s,  was  constrained  by  a  serious  balance  of  payments 
situation.  Through  its  choice  of  expansionary-  monetary  techniques,  the 
Federal  Reser\e  sought  to  avoid  adding  to  the  already  large  outflow  of  short¬ 
term  capital.  The  3-month  Trea.sury  bill  rate  did  not  fall  below  2  percent. 
Long-term  interest  rates  declined  from  their  peaks  but  remained  con¬ 
siderably  above  tbeir  previous  cyclical  troughs  (Chart  8).  This  was  a  mat¬ 
ter  of  serious  concern  because  of  thf  importance  of  long-tenn  interest  rates 
for  business  capital  investment,  residential  construction,  and  State  and  local 
governmental  spending  on  public  facilities.  .\nd  neither  the  money  supply 
nor  long-term  private  financing  responded  as  promptly  as  in  previous 
periods  of  monetary  ease. 

The  new  .Administration  faced  in  January  1961  both  economic  recession 
and  a  crisis  of  confidence  in  the  dollar  that  threatened  to  limit  sharply  the 
use  of  expansionary  monetary  policy  for  economic  recovery  and  growth. 
The  Administration’s  forthright  attack  on  the  balance  of  payments  problem 
restored  confidence  in  the  dollar.  The  resulting  reduction  in  the  discount 
on  the  dollar  in  the  forward  markets  for  foreign  exchange  eliminated  any 
significant  advantage  in  sending  short-term  funds  abroad  and  helped  to 
make  it  possible  for  monetary  policy  to  support  domestic  expansion. 

The  ability  of  monetary  policy  to  support  economic  expansion  at  home 
without  stimulating  outflows  of  short-term  funds  was  simultaneously  en¬ 
hanced  by  new  Federal  Reserve  open  market  techniques  and  by  Treasurey 
debt  management  prolicies.  In  his  Economic  Message  of  February  2,  the 
President  had  emphasized  the  importance  of  “increasing  the  flow  of  credit 
into  the  capital  markets  at  declining  long-term  rates  of  interest  to  promote 
domestic  recovery,’’  while  “checking  declines  in  the  short-term  rates  that 
directly  affect  the  balance  of  payments.”  The  Federal  Reserve  sold  short- 
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CHART  6 

Interest  Rates  in  Three  Business  Cycles 


PERCENT  PER  ANNUM 


FHA  MORTGAGE  YIELDS 

1 

P 

^  ^1960  61 

1957. 59 

-P 

1953-55  ^ 

/UJ _ 1 _ 1 _ 1 _ 1 _ 1 _ 1 _ 1 _ 1 _ 1 _ 1 _ 1  1 

_l _ 1 _ 1 _ 1 _ 1 _ 1 _ 1 _ 1 _ 1  1 
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-12  -10  -8  -6  -4  -2  0  2  4  6  8  10 

MONTHS  FROM  CYCLICAL  TROUGH 

NOTE:  DATA  ARE  PLOTTED  FROM  CYCLICAL  PEAK  (P)  TO  10  MONTHS  AFTER  CYCLICAL  TROUGH  (T) 


SOURCES:  MOODY'S  INVESTORS  SERVICE.  FEDERAL  HOUSING  ADMINISTRATION,  AND  BOARD  OF  GOVERNORS 
OF  THE  FEDERAL  RESERVE  SYSTEM 
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I'abi.k  8. — Pnncipnl  Ffdrral  Rfsrrtr  monet  iry  acttnns,  /»/ 


Acllitii 


Miirrh  .  Kcdcnil  UcsiTVi*  nirtrki't  oncnitions  nioillflcil  s<)  iis  to  I'X-rt  iiKMliTiiti'ly  Irss 

ri-striilnf  on  I'luik  rt'siTVo  (Misitioiis  than  In  rtirlltr  inontlis.  KITrct  was  to 
allow  riMlnotlon  In  net  borrowfil  reserves. 

May _ _  OiH'ii  market  o|NTatlons  modlfled  to  |irovl<le  re.si'rves  for  moderate  expansion  of 

nank  eredit  ami  money  snp|)ly. 

June  l)|s<smnl  rates  redtnx-d  from  4  iieris'iit  to  .'1'  i  iierixuit . 

July  Maritln  nM|uin'menls  rediux'd  from  iki  i**ri-enl  to  70  iNTcent. 

Auirust  .Aiithorlred  rnemtier  banks  to  count  alxnit  million  of  vault  easb  iis  reipilred 

reserves.  Keilueed  reserve  rei|uiremi'nts  atrainst  demand  ileixisits  at  central 
res<'rve  eitv  banks  from  In  ix-reent  to  17' ^  |N‘rei'nt.  etTeelive  Septemlx'r  1, 
releasini;  alM)ut  Srj.l  million  of  reserves. 


.\ueust 

S*'pt<-mlNT 


<)etob«T 


\ovemlH‘r  - 
IVtvrnlier 


19*il :  January-early 
Kebriiary 


Kebrilary- 
I  )eeemlx‘r 


ni.seount  rates  redinx-d  from  .4'  i  liercrnt  to  S  iH'rtX'lit  (Iimui  market  oix'rations 
nuMlIfled  to  suKeest  a  |N>sitive  attitmle  towani  meiriisuiK  tbe  availability  of 
reserves. 

1’ureba.sed  sbort-tiTin  I’.S.  (lovi'nitnent  s"eurities  other  than  Treasury  bills  for 
first  time  since  IW.SN  to  minimire  downward  i)res,sure  on  U-motitb  bill  rate, 
thus  keepiiu;  tiill  rate  more  eom|N'titive  internationally. 

.\utbonzeil  memiMT  banks  to  count  all  vault  easb  in  mis'lme  n  s«‘rve  reuuire- 
melits,  ri'dins'd  n’serve  nxiuin'inents  airamst  demand  deposits  at  ivntral 
reserve  city  lianks  from  17' j  iNTi-ent  to  It'd  .■  ixTient,  rals^sl  reipiin'ments  for 
country  banks  from  11  iiertsuil  to  I'J  t>enx'nl.  Net  elTeet  of  actions  was  to  re 
leasi-  alxiiit  $1  ;i  billion  of  res»‘rves. 

()(N‘n  market  opi'rations  aimeil  at  maintainini!  easi-  in  meinlHT  bank  H'sitvc 
IMisitions,  w  ith  si-a.sonal  inenaises  lun'serve  fumlsalMiut  olTset  by  imbi  outflow 
and  other  fiwtors  dniinini!  res<-rves 

On  February  Jb.  iN'itan  providimr  resi-rves  Ibrouitb  inirebiLses  of  longer  term 
r.S.  (lovernment  s«‘eurities,  while  selling  sbort-term  (iovernmeiif  seeiinties 
at  times. '  Kxiiansion  in  money  supply  lieeame  more  ra(iid  later  In  tbe  year, 
with  monetary  ea.se  iHung  maintained  tbroiiglioiit  tin-  year. 


IN'oemU’r _  Hoard  of  Oovemors  announced  inerea.s«-  in  maximum  rates  payable  on  savings 

and  other  time  deimsits,  efTedive  January  I,  IlMVJ.  Tile  action  wits  taken  to 
proinob’  eomiHditlon  for  savings  and  to  etuxiurage  retention  of  fon-ign  funds 
by  memlxT  banks  and  thus  moderate  pressures  on  this  country’s  balaiii'e  of 
payments. 


'  ’Treitsiiry  also  piirehitsi'd  very  long  term  I’.S  Oovernment  s»-eurities  tor  tiovernment  investment  lu-eounts 
In  his  Keonnmie  .\1es,sage  of  February  J,  I’n-sident  Ketiiiedv  had  annoumvd  that  the  Federal  Keserve 
and  Treitsiiry  weie  ileveloiiing  teehniuiies  to  help  ke«‘|i  long  term  rates  dow  n  w  bile  bidding  short  term  rates 
at  internationally  eom|ietiti\e  levels. 

Souriv.  Council  of  Ki-onomie  .Advisers. 


tomi  securities,  while  the  'I'reasurv’  further  increased  the  outstanding  supply 
through  new  cash  offerings.  On  F'enruary  20,  the  Federal  Reserve  an¬ 
nounced  a  new  policy  of  providing  bank  reserv’cs  through  purchases  of  U.S. 
Government  securities  of  longer  maturities,  particularly  in  the  to  6-year 
range.  Its  purchases  of  U.S.  Government  securities  of  maturity  of  more 
than  1  year  amounted  to  $2.6  billion  in  1061.  I’he  'Freasury,  in  administer¬ 
ing  the  investment  portfolios  of  various  government  investment  and  trust 
accounts,  made  substantial  purchases  of  securities  of  maturities  of  more  than 
10  years.  Aided  by  these  actions,  long-term  bond  rates  declined  until  May 
and  rose  only  moderately  thereafter  in  the  face  of  an  economic  recovery 
that  had  begun  in  February’. 

Through  substantial  net  purchases  of  U.S.  Government  securities,  the 
Federal  Reserve  increased  member  bank  reserv’es  in  1961  by  about  $1  bil¬ 
lion.  As  a  result  banks  steadily  expanded  their  loans  and  investments;  the 
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increase  during  tlie  year  was  considerably  more  than  in  1960  and  about  the 
same  as  in  the  [)ea(  «‘time  record  year,  19.*)8.  FVrsistently  expec  ting  an  up¬ 
trend  in  market  interest  rates,  hanks  maintained  lending  rates  in  th<‘  face  of 
generally  weak  demands  for  short-term  loans,  and  added  $6  billion  to  their 
holdings  of  U.S.  (iovernment  securities.  However,  the  «-xpansion  of  bank 
holdings  of  (Iovernment  securities  made  more  funds  available  on  the  open 
market.  .And  the  high  levi‘1  of  hank  holdings  ol  short-term  go\«-rnment 
securities,  combined  with  abundant  free  reserves,  put  |)ressure  on  banks  to 
expand  business  loans  and  to  lend  direc  tly  in  the  capital  markets.  As  mone¬ 
tary  ease  pi'rsisted  and  expi'ctations  of  rising  interest  rat<‘s  subsided,  banks 
stepped  up  pun  bases  of  State*  and  local  see  urities  and  expanded  mortgage 
lending.  I'he*  7  jM-rcent  incre*ase*  in  total  bank  de*|K)sits  and  e  urrene  y  during 
1961  fe'll  just  short  of  the  pe*acetime  re  cord,  although  public  preference  for 
time*  de*pe>sits  he*ld  the*  incre*ase*  in  the*  mone*y  supply  (de*mand  deposits  and 
e  urre*ncy)  t(»  about  |)e  re  e*nt. 

riu*  li(|uidity  of  the*  economy  was  also  increase*d  by  changes  in  the 
ce>mpositie>n  and  le*ve*l  of  the*  F’ede*ral  debt  held  outside  the  Federal  Reserve 
and  the  'rr(*asutA*.  Ope-n  market  and  de*bt  management  operations  added 
substantially  to  the*  supply  of  L’.S.  CIenernme*nt  s(*curities  maturing  within 
1  ye*ar.  Fhe*  volume*  of  le*ss  li(|uid  see  uritie*s,  maturing  within  1  to  .')  years, 
de*cline*d.  The  volume  of  outstanding  st*curitie*s  greater  than  .')  years  in 
maturity  te*maine*d  the  same.  The  average  maturity  of  that  part  of  the 
debt  held  outside  the*  Fe*de*ral  Re*se*rve  and  U.S.  CIovernme*nt  inve*stment 
accounts  dt*(  lined  fre)m  .')8  months  to  ,')6  months.  Fhe  average*  maturity 
of  the*  total  marketable*  jtublic  de*bt  change*d  little  in  1961.  Two  advance 
refundings,  de*signe*d  te)  have*  a  minimal  impact  on  over-all  liquidity,  helped 
to  e^ffset  shorte*ning  as  a  re*sult  of  mere  passage  of  time. 

Federal  Reserve  and  Fieasury'  debt  operations  providt'd  the  basic  lie]uidity 
n(*ct*ssar\*  for  e*conomic  expansion.  Individuals,  in  addition  to  increasing 
their  deposits  in  commercial  banks,  stepped  up  their  accumulation  of 
claims  on  such  hnancial  interme'diaries  as  savings  and  loan  associa¬ 
tions,  mutual  savings  banks,  and  life  insurance*  companies,  while  cutting 
deiwn  their  purchase's  of  se*curitie's  on  the  op<*n  market.  This  behavior  was 
in  part  a  response  to  the  high  level  of  interest  and  dividend  rates  paid  by 
hnancial  intermediaries  relative*  to  yields  of  high-grade  open  market  securi- 
tie's.  Liepiid  assets  held  by  the  public-  ^ehnt'd  to  include  the  money 
supply,  savings  deposits  and  share's,  U.S.  Savings  bonds,  and  short-term 
U.S.  Gewernment  securities  grew  by  7  percent  in  1961,  paralleling  the 
rise*  in  GNP.  Financial  interme'diaries  used  the  funds  which  flowed  into 
them  from  the  public  to  extend  cre'dit  by  acquiring  mortgages,  bonds,  and 
other  loans  and  securities.  In  this  way,  their  operations  both  increased 
the*  liquidity  of  individuals  and  made  more  long-term  cre'dit  available. 

Fhe  total  volume*  of  mortgage,  corporate,  and  State  and  local  long-term 
financing  rose  sharply  to  what  appt'ars  to  be*  a  new  record  (Table  9). 
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I'abi.k  0.  Funds  raised  in  money  and  capital  markets,  by  type  of  instrument,  FtfiJ  fij 


(Hlllions  of  (lollitrsl 
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>  rreliminary  cstiiiiatcs  hy  ('ouiiril  of  Kooiioinic  Advisors. 

’  Kxclutlos  consunior-ludd  savings  bonds  aixl  notes  issued  to  international  organirutiuns;  includes  non- 
guaranteed  securities  issued  by  Ke<leral  agencies. 

>  Direct  marketable  issues  maturing  in  one  year  or  less. 

•  Includes  ilin-ct  Treasury  issues  maturing  after  one  year  anil  all  nonguarantis'd  securities. 

*  Investment  comi)any  share  issues  and  foreign  s*aurity  issues. 

Note.— Detail  will  not  necessarily  add  to  totals  N“caus«'  of  rounding. 

Source:  Board  of  (lovemors  of  the  Federal  Reserve  System  (except  as  noted). 

Corporations  borrowed  unusually  heavily  in  long-term  capital  markets  hut 
added  in  the  aggregate  almost  as  much  to  their  financial  assets,  of  a  gen¬ 
erally  liquid  character,  as  to  their  financial  liabilities.  Nfonetarv  ease, 
in  facilitating  this  financing,  laid  the  financial  groundwork  for  expanded 
corporate  capital  spending  in  the  future. 

Because  of  the  expansion  in  liquidity  and  in  the  supply  of  credit  through 
financial  institutions,  interest  rates  were  relatively  stable  during  1961,  in 
sharp  contrast  to  the  previous  upswing  (Chart  8).  The  rate  of  3-month 
Treasury  bills  fluctuated  within  the  narrow  range  of  214  and  2 '/a  percent 
during  most  of  the  year,  rising  somewhat  above  this  range  toward  the  close. 
Most  long-tenn  rates  declined  through  May  and  thereafter  increased  by 
only  a  small  amount.  Rates  on  home  mortgages,  which  are  more  sticky 
than  most  other  rates,  continued  to  fall  until  midyear,  and  then  remained 
fairly  stable.  Thus,  1961  has  demonstrated  that  interest  rates  do  not  have 
to  rise  sharply  in  cyclical  recoveries.  Their  movement  is  not  governed  by 
immutable  natural  law.  It  depends  upon  all  economic  circumstances  and 
governmental  policies  affecting  the  supply  of  funds  and  the  demand  for 
them. 

The  behavior  of  interest  rates  during  the  year  may  also  have  signaled 
the  ending  of  the  upward  trend  in  rates  from  the  low  levels  at  which  they 
were  pegged  prior  to  the  Treasury-Federal  Reser\  e  Accord  of  1951.  While 
this  trend  was  in  part  an  adjustment  to  the  profitability  of  investment  in 
capital  goods,  it  also  reflected  the  spread  of  inflationary  expectations.  Re¬ 
cent  stability  in  industrial  and  consumer  prices  may,  however,  diminish  in- 


f1ationar\-  psychology,  so  that  inflation  premiums  would  gradually  be  shaken 
out  of  the  interest  rate  structure. 

I'he  climate  for  etpiity  financing  was  also  favorable  during  1961.  Com¬ 
mon  stock  prices  rose  bv  about  2*)  percent,  antic  ipating  in  part  a  rec  overy  of 
corporate  profits,  and  the  average  dividend  yield  on  stocks  fell  bedow 
percent. 

Federal  Credit  Programs 

The  .Administration  sought  to  make  credit  readily  available  at  liberal 
teniLs  through  programs  of  P’ederal  lending  and  Federal  insurance  and 
guarantee  of  private  lending.  Important  steps  were  taken  to  stimulate 
housing  construction.  Karly  in  the  year,  the  Federal  Housing  .Administra¬ 
tion  (FIFA)  reduced  the  ma.ximum  permissible  rate-  on  insured  mortgages 
in  two  steps,  from  .')3  4  to  jjercent.  The  Federal  National  .Mortgage 
.Association  (FNM.A)  sup}K)rted  these  reductions  by  its  secondary  market 
operations  in  mortgages,  raising  both  its  purchase  and  selling  prices  re- 
p«‘at«“dly.  L'p  to  midyear,  sales  of  mortgages  bv  F.NM.A  exceeded  pur¬ 
chases,  but  after  midyear  its  operations  added  to  the  supplv  of  funds  avail¬ 
able  for  mortgages.  Fhe  Federal  Home  Loan  Bank  Board  and  the  regional 
Banks  liberalized  regulations  and  rc'duced  int<*r(*st  rates  on  advances  in  order 
to  stimulate  mortgage  lending  by  savings  and  loan  assoc' iat ions. 

For  the  longcT  run,  the  Housing  .Act  of  1961  expandc*d  or  libc-ral'zed 
manv  existing  credit  programs  and  initiatc-d  new  one's.  .A  new  FH.A  in¬ 
surance  program  was  sc-t  up  for  middle-income  housing,  with  FNM.A  also 
preparc'd  to  purchase  these  mortgage's  under  its  spc'c  ial  assistance  programs. 
Maturitie's  up  to  35  years,  in  some  cases  up  to  40  years,  were  authorize'd  for 
FIFA  -insure-d  mortgages  and  insurable  loan-to-value  ratios  were  increased. 
.A  new  FH.A  program  for  insurance  of  long-term  home  improvement  loans 
was  instituted.  FNM.A  made  the  new  home  improvement  loans  eligible 
for  purcha.se  under  its  secondary  market  operations,  and,  when  used  to 
finance  rc'habilitation  of  homes  in  urban  renewal  areas,  the  new  loans  are 
eligible  for  purchase  by  FNM.A  under  its  special  assistance  program. 
FNM.A  also  was  authorizc'd  to  make  short-term  loans  secured  by  federally 
underwritten  mortgage's.  Funds  were  provided  for  loans  for  public  facil- 
itic's,  college  housing,  farm  housing,  housing  for  the  elderly,  and  FNM.A 
sjx'cial  assistance.  The  capital  grant  authority  for  urban  renewal  was 
increased  by  .$2  billion. 

Other  Fc'deral  crc'dit  programs  contributed  to  making  crc'dit  more  gen¬ 
erally  available  at  liberal  terms  in  1961.  In  particular,  the  Small  Business 
.Administration  rc'ducc'd  the  interest  rate  on  loans  made  in  areas  of  sub¬ 
stantial  unemployment  and  institutc'd  a  simplihed  program  to  expand 
bank  participation  in  small  business  loans. 

F'ederal  crc'dit  programs  will  support  economic  expansion  during  the 
c  oming  6scal  yc'ar.  New  commitments  are  expt'Cted  to  rise  to  record  levels. 
Direct  loans  and  mortgage-  purcha.sc's  (including  trust  fund  purchase's)  will 
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appioac'li  $9  billion.  .$!!  billion  inoro  than  antiiipatccl  col loc  t ions  on  out- 
standinij  loans.  N'(‘\v  (onnnitincnts  to  guarantee  or  insure  private  loans 
will  for  the  first  time  reac  b  $20  billion. 

Monetary  Expansion  and  Raorerv 

As  the  economy  advances  toward  full  em|)lo\ ment,  it  will  need  more 
licjuidity.  riirouybout  the  postwar  period,  anil  |)articularly  in  the  three 
previous  economic  n'covi'iies.  the  growth  in  li(|uidity  has  fallen  considerably 
short  of  th(‘  growth  in  (iNP.  I  he  eionomy  had  to  work  off  the  excess 
liquiility  inhc'rited  from  the  war.  interc'st  rates  wcmc  generally  risinc;,  and 
expectations  of  hi^hc'i  prices  were  s|)readint’.  These'  fac  tors  workc'd  to 
rc'duce  the  liquidity  rc'cjuirc'mc  nts  of  thc‘  c'conomv  relative  to  (JNP.  And 
the  growth  in  nonmonetary  liquid  assets  diminished  c-ven  more'  the  nc'c-dc  d 
i^rowth  in  the  money  sup})ly  (hank  deposits  atid  currency).  Business 
firms,  novernment  units,  and  individuals  learned,  to  thc-ir  advantau;c'.  how 
to  minimize  holdinits  of  cash. 

For  each  1  pc-rcc-nt  rise  in  (i\P  in  the-  thrc'c*  past  c-conomic  rc-covc-ric-s. 
commercial  bank  dc-pc^sits  and  currc'iicy  incrc'asc-d  by  only  about  onc'-third 
of  1  pc'rcent,  while-  liquid  assets,  more-  broadly  mc-asured,  incrc-ased  by  about 
two-fifths  to  thre-e-fifths  of  1  percc-nt.  If  thc-se  rc-lationships  should  hold  in 
the  curre  nt  e-conomic  re-cove-rv,  and  if  pross  national  product  rise-s  to  full 
e-mployment  le-ve-ls  by  the  middle  of  196'f  an  incre-ase  of  more-  than 
20  percent  from  the-  trough  in  the-  first  (juarte-r  of  1961  comme-rcial  bank 
deposits  and  currency  would  prow  o\e*r  the-  same-  jK-riod  by  7  8  pe-rce-nt 
and  liquid  assets  by  11-12  pene-nt. 

In  the  current  re-cove-ry,  howe-ver,  the-  factors  that  se-rve-d  to  limit  lit|uidity 
reejuirements  in  the-  earlier  re-coverie-s  may  we-11  be-  le-ss  important.  In 
particular,  intere-st  rate-s  may  appropriate-ly  be-  more-  stable-,  for  re-asons 
already  explained.  Thus,  the-se  e-stimate-s  of  ne-e-de-d  liquidity  are-  preebably 
conse-rv-ative.  The  appropriate  expansion  of  liquidity  will  de-pe-nd  upon 
the  stre-npth  of  private  demands,  on  the  tiplitite-ss  of  fiscal  policy,  and  on 
the  balance  of  payine-nts  position. 

Improving  tmk  Mobility  of  Rksoi  rcks 

Maximum  e-mployment  and  production  depend  not  only  on  the-  succe-ss 
of  stabilization  policy  in  maintaininp  demand  at  appropriate-  le-ve-ls  but  also 
on  the  mobility  of  labor  and  other  productive  re-source-s  in  response  to 
changi-s  in  demand  and  cost.  If  frictional  and  structural  unemployme-nt 
can  be  diminished,  demand  can  be  pre-sse-d  further  before-  encountering 
bottlent'cks  and  price  increase-s.  Thus,  me-asures  to  improve  the  meibility 
of  resources  enable  stabilization  policy  to  aim  at,  and  to  attain,  higher  le-vels 
of  employment  and  production.  Such  me-asures  are  a  basic  part  of  the 
Administration’s  economic  program. 


Labor  Market  Policies 

(Changes  in  technology  and  tastes  are  constantly  altering  the  pattern  of 
demand  for  labor  in  our  economy.  New  industries  appear  and  expand 
whil('  old  ones  decline;  job  opportunities  multiply  in  one  region  and  dis¬ 
appear  in  another;  new  skills  are  re(juired  as  old  ones  become  obsolete. 
The  more  rapidly  an  economy  grows  and  changes,  the  gr«“at<‘r  the  flux  in 
Its  labor  markets. 

.\  high  h'yel  of  over-all  d<-mand  is  a  pren‘C|uisite  for  the  efficient  allocation 
of  labor  resoun cs  in  a  dynamic  economy.  It  furnislu's  the  most  important 
single  incentive  for  economically  desirable  labor  mobility  the  magni'tic 
attraction  of  availabli-  job  openings.  However,  a  high  level  of  demand 
will  not  by  itself  ensure  the  best  jxissible  degree  of  (k  (  upational,  industrial, 
and  geographic  labor  mobility,  for  it  will  not  eliminate  some  imjxirtant 
impedinumts  to  the  desirable  res|x>nse  of  labor  to  job  o|)portuniti<-s.  Cer¬ 
tain  features  of  seniority,  pi-nsion.  and  other  benefit  rights  may  serve  to  hold 
labor  in  industries  and  areas  (“xperiencing  declining  demand.  Lack  of 
knowledge  of  job  o|x‘nings  and  la(  k  of  the  skills  recpiired  to  fill  them  con¬ 
stitute  important  b.irriers  to  labor  mobility,  and  the  high  cost  of  moving  is 
an  insurmountable  obstacle  to  the  migration  of  many  low-income  families  to 
ar«‘as  of  expanding  ('inployment.  It  is  in  the  Ix'st  interest  of  the  economy, 
as  well  as  of  the  individuals  involvi'd,  that  these  impedinu'nts  be  reduced 
and  that  everv'  wage  earner  be  in  a  position  to  select  the  most  favorable 
alternative  from  the  widest  possible  rang<‘  of  employment  opportunities. 

Employment  exchan<^e.  Letting  enifiloyers  know  alxxit  available  workers 
and  telling  workers  alxiut  available  jobs  are  diffic  ult  administrative  and 
technic  al  problems  in  a  labor  market  as  complex  as  ours.  Yet  doing  this 
well  can  significantly  reduce  the  number  and  size  of  labor  shortages  and 
help  eliminate  jxx  kets  of  unemployment  and  underemployment. 

.\  major  efl’ort  has  begun  to  improve  the  L’nited  States  Employment 
Service  so  that  it  can  do  a  better  job  in  matching  job  vacancies  with  people. 
The  staff  has  been  substantially  expanded,  particularly  in  the  metroj>olitan 
areas  where  most  workers  and  jobs  are  concentratc'd.  'I'his  staff  will  need, 
most  imjxirtantly.  to  emphasize  itnprovement  in  the  Cjuality  of  its  counseling 
and  placement  work.  'I'he  flow  of  information  about  jobs  should  be  made 
nationwide  through  more  extensive  exchanges  of  job  information  among 
the  State  agencic-s.  .Also,  since  the  performance  of  the  important  labor 
exchange  function  should  not  suffer  from  the  tremendous  administrative 
problems  of  administering  unemployment  compensation,  these  two  activities 
should  be  separated  whc're  the  volume  of  work  permits. 

,\s  the  Ignited  States  Em})loyment  Service  succeeds  in  improving  its 
services,  more  pc'ople  will  use  it.  I’he  larger  the  number  of  employers  and 
workers  using  the  Rmplovment  Service,  the  more  com])lete  will  be  the 
knowledge  of  the  labor  market  available  to  each  of  them.  A  greatly 
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strengthened  United  States  Employment  Service  will  facilitate  an  expanded 
rate  of  economic  growth  and  contribute  to  the  effectiveness  of  such  specific 
government  programs  as  Area  Redevelopment,  Rural  Redevelopment,  and 
the  proposed  programs  for  'Erade  Assistance  and  Manpower  Development 
and  Training. 

Traivitio,  I'he  economi(  need  for  facilitating  labor  mobility  through 
education  and  training  programs  is  t'videnced  by  the  simultaneous  existence 
of  very  low  unemployment  rates  in  various  skilled,  technical  and  professional 
occupations  and  relatively  high  unemployment  among  the  less  skilled  groups. 
Programs  for  education  and  training  should  In'  directed  particularly  toward 
new  entrants  into  the  labor  force  and  the  training  of  adults  for  positions 
of  increased  productivity  and  income.  Racial  discrimination  in  training, 
as  well  as  in  hiring,  must  be  eliminated.  It  is  wrong-  that  is  reason 
enough — and  it  is  also  an  enormous  waste  of  human  talent. 

The  Administration  is  proposing  a  progrant  to  provide  useful  employ¬ 
ment  and  training  for  young  people  through  three  pilot  programs  financed 
in  whole  or  in  part  by  the  Federal  Government.  Ehese  programs  provide 
for  on-the-job  training,  public  service  employment  and  training,  and 
employment,  training,  and  educational  opportunities  through  service  in  a 
Youth  Conservation  Corps.  Spec  ial  training  programs  for  voung  peopl*- 
are  contemplated;  such  programs  are  urgently  needt'd  in  urban  slum  areas. 
Some  of  these  programs  for  the  training  of  youth  should  help,  directly  and 
indirectly,  to  .stimulate  and  guide  the  flow  of  migration  from  the  fann;  in 
.\pril  1%0,  43.8’ percent  of  the  entire  farm  population  and  .*)9.0  percent  of 
the  nonwhite  farm  population  were  under  age  20. 

Lack  of  education  certainly  does  not  imply  lack  of  aptitude,  and  wident'd 
educational  opportunities  enable  individuals  to  improve  their  t'mployment 
opportunities  as  well  as  the  quality  of  their  lives.  I'he  .Administration’s 
program  for  aid  to  States  and  educational  institutions  in  extending  and  im¬ 
proving  adult  literacy  programs  is  an  important  step  toward  reducing  struc¬ 
tural  unemployment. 

The  .Administration’s  key  proposal  for  manpower  development  and 
training  provides  for  the  establishment  of  programs  for  selection,  place¬ 
ment,  and  on-the-job  training,  and  for  improvement  of  State  training 
facilities.  Although  intended  primarily  for  the  unemployed  and  under¬ 
employed,  these  programs  would  also  be  open  to  other  c|ualified  persons 
desiring  to  improve  their  skills  or  to  acquin-  new  skills. 

Comptmsation  for  workers  participating  in  a  training  program  is  essen¬ 
tial.  At  present,  many  individuals  are  confronted  with  the  hard  choice 
between  compensation  without  training  and  training  without  compensa¬ 
tion;  the  necessity  for  this  choice  should  be  eliminated.  Unemployed 
workers  in  most  States  are  still  disqualified  from  receiving  unemployment 
insurance  benefits  if  they  participate  in  education  and  training  programs. 
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NIorcovcr,  workers  receiving  benefits  are  required  to  be  continuously  avail¬ 
able  for  job  placement.  Cannpensation  for  training  would  make  it  finan¬ 
cially  |x)ssible  for  an  unemployed  individual  to  complete  a  full  course  of 
training  or  retraining.  I'nder  the  proposed  program,  allowances  would  be 
providi'd  for  certain  traine«‘s  not  receiving  um*mployment  compensation 
benefits.  I'lius  a  large  part  of  the  cost  of  trainee  ( ompensation  under  the 
program  would  be  offset  by  r*‘du(  tions  in  unemployment  c  ompmsation 
payments  and  various  other  public  assistance  expe^nditures. 

.\  major  fc-ature  of  the  proposal  is  the  provision  for  government  studies 
on  a  national  and  lo(  al  basis  to  determine  the  future  requirements  of  the 
economy  for  various  occupations  and  skills,  to  antit  ipate  prospective  man¬ 
power  shortages,  and  to  assure  that  workers  are  trained  for  occupations 
where  opportunities  will  (“xist. 

Rewuice  Csr  iti  Aiiriculturt' 

The  agricultural  population  has  long  been  a  major  source  of  manpower 
for  l’..S.  industry.  Many  more  children  are  born  and  raised  on  farms  than 
will  be  needed  to  produce  the  Nation’s  food  and  fiber.  I'hey  must  be 
educatc'd,  traincxl,  and  guidc-d  to  nonagricultural  employment.  Many 
adults  now  earn  substandard  incomc-s  in  farming.  They  are  not  in  a  techni¬ 
cal  sense  structurally  unemployc'd,  but  thc-ir  distress  is  neverthelc'ss  a  symptom 
of  structural  maladjustment.  Programs  of  the  kind  just  discussed — to 
facilitate  labor  mobility  and  training — can  and  should  help  many  of  these 
individuals  to  find  new  employment. 

During  the  first  two  decade's  of  this  centuiA’,  there  was  serious  ques¬ 
tion  whether  agriculture  could,  with  the  closing  of  the  land  frontier, 
continue  to  mc'et  the  focxl  and  fiber  demands  of  a  growing  national  econ¬ 
omy.  The  rate  of  growth  in  farm  output  was  declining,  and  food  and 
fiber  prices  were  rising  relative  to  other  wholesale  prices.  The  resulting 
j)ublic  concern  led  to  ( 1  )  increased  emphasis  on  conservation  and  rc'sourcc 
investment  and  (21  increased  allocation  of  public  funds  for  rt'search  and 
c'ducation  designed  to  spc'ed  progress  in  agricultural  technology. 

By  the  mid-1920’s,  agricultural  productivity  was  rising  and  farm  employ¬ 
ment  declining.  I'he  full  implications  of  rapid  technological  progress  in 
agric  ulture  were',  howc'vc-r,  obsc  ured  by  the  depression  and  by  the  Second 
World  War  and  the  Korean  conflict.  During  the  depression,  the  cata¬ 
strophic  decline  in  demand  for  farm  products  was  the  compelling  problem, 
and  policy  was  dirc'Cted  to  protc'cting  fann  prices  and  incomes  from  its 
conseciuences.  During  the  war  and  the  Korean  conflict,  government  pro¬ 
grams  were  designed  to  encourage  increases  in  output  and  to  protc'ct  farmers 
from  the  effects  of  price  reductions  when  emergency  demands  disappeared. 

During  the  l9.')(Ts,  the  full  effects  of  the  programs  set  in  motion  early  in 
the  century  began  to  be  felt.  The  demand  for  farm  output  rose  only  slightly 


95 


I.istcr  than  the  |)o|)ulation.  Rapid  ^ains  in  prodiu  tivitv  put  lattn  prices  and 
itKoincs  under  iiu  rcMsin^  downward  pr»  ssuri‘.  Farm  |)roifranis  drsiuncd 
lor  d(‘|)iession  and  war  were  (ominucd.  in  order  to  hold  at  least  p.u  t  ol  the 
soc  ial  tjains  Iroin  inc  rcMsinij  aiiric  ultural  produc  tivitv  within  tlie  at^i ic  idtural 
sc'ctor.  FanncMs  also  responded  hv  leaving  anricultuie  at  thi-  most  rapid 
latc'  in  history.  I  sc*  ol  lahoi  d<*c  lined  hv  .ilniost  onc*-thircl  while  output  in- 
c  rc“asc‘d  hv  moic*  than  otie-lourth  hetwc*en  and  IhhI. 

Hv  1  hhO.  it  was  c  lear  that  .tc;ric  ultme’s  ic'lationship  to  the  yenetal  econoniv 
had  undc'rijonc*  a  lunclamc'ntal  c  hantje  in  sc*\c*ral  respec  ts.  .\^ric  ulture  c  an. 
without  ciuestion,  meet  anv  foreseeable  demands  foi  food  and  fiber  placed 
upon  it.  In  1910.  it  rc*c|uirc‘d  I  million  larm  wcukers  to  feed  a  .Nation 
ol  92.1  million  people*.  Hv  19()0.  the*  po|)ulation  had  increased  to  1H0.7 
million  and  laiin  emplovment  had  fallt*n  to  7.1  million.  I'hc*  ellec  ts  of 
fluctuations  in  national  c*c'onomi(  activity  ettt  the*  dc*mancl  lot  laim  output 
have*  h(*t*n  damped  by  built-in  Moors  und(*r  consume*!  s|)e  tidinn  •>i>d  bv 
continuation  of  the*  c‘!nc*riie  iuy  farm  piotjr.uns.  Neve*i thele*ss.  the*  stability 
and  growth  ol  the*  national  e*tonomv  are*  still  of  gre*at  importance*  to  the* 
farm  population.  Failure*  to  maintain  full  c*mployme*nt  limits  the*  ability 
ol  industry  to  absorb  faun  worke  rs  displac  e*!!  bv  advanc  ing  tec  hnology. 
During  |)c*riods  of  pe*ak  c*c*onomic  ac  tivity,  migiation  has  hc'e  ti  above*  ')  |)e*i- 
eent  of  the*  farm  population.  During  re*c  c*ssions  in  the*  last  de*c  ade*.  the* 
migration  rate  out  of  agric  ulture*  has  falle*n  eonside*rabIv.  I  bus  the*  pioh!e*m 
ol  agrieultural  labor  mobility  is  ve*rv  !arge*lv  a  c|ue*stion  of  the*  availability  ol 
nonagricultural  job  op|)ortunitic*s.  If  job  opportunitie*s  are*  available*,  the* 
general  manpovye*r  poliric*s  discussc*d  above*  can  facilitate*  the*  ne*ce*ssary 
migration  and  ease*  the*  human  prohlc*ms  of  adjustmc*nt. 

Caught  be'tvyc*c*n  the  prc*ssure*s  of  a  slowly  rising  demand  for  f.irm  prod- 
uc  ts.  rising  produc  tivity  in  auriculture*.  and  limitations  on  nonlarm  e  inplov- 
ment  opportunities,  total  farm  income*  and  farm  income*  pe*r  capita  or  pe*i 
farm  family  have*  lagge*d  be  hind  incomc*s  in  the*  rc*st  of  the*  e*ceinomv.  Fhe* 
commodity  jirograms  have*  prote*ctc*d  farm  income  s  from  e*ve*n  gie*ate*i  dc*- 
c  linc*s.  but  at  considc*rablc*  hudgc*tarv  e\pe*nse*  and  at  some*  cost  in  de*lav  inu 
adjustmc*nt  of  pattc*rns  of  rc*source‘ use*  in  agriculture*.  In  IfUil.  farm  incom(*s 
wc*rc*  increasc*d  and  a  significant  start  was  made*  toward  rc*duc  tion  of  costs 
of  surplus  accumulation,  storage*,  and  disposal. 

(Objectives  of  agricultural  policy  as  it  devc*lops  in  the*  future*  should  c*n- 
compass  both  i  1  )  continuation  of  agriculture's  historic  role*  as  a  major  con¬ 
tributor  to  national  t*conomic*  growth  and  ^2)  c*{iuitablc*  distribution  of  eains 
in  agricultural  productivity  between  farmers  and  consuttie  rs.  .•\chie*vc*mc*nt 
of  these  two  objectives  will  rt*(|uire  continuc*d  rapid  transfers  of  labor  from 
the  farm  to  the  nonfann  st*ctor  and  reduction  in  re*sources  dc*voted  to  the 
production,  storage,  and  disposition  of  surplus  production. 
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Appendix 

Pk<K;K\M  IOK  I'.CON'OMIC  RkCOVKRV  and  CJROVVTFf 

W  hen  the  new  Administration  took  ofhee  on  January  20.  1061,  it  moved 
with  speed  atid  \  inoi  to  deal  w  ith  the  recession  that  had  he^un  in  May 
1060.  .At  his  press  (onlereiKc  of  Fehruaiy  1,  the  President  announced  a 
series  of  adtninistrative  ac  tions.  He  followed  this  with  a  comprehensive 
“Proiiram  to  Reston-  Momentum  to  the  .American  Economy.”  delivered 
before  the  (lontficss  on  Fehruaiv  2.  Legislative  recjuests.  some  of  them 
directed  toward  the  immediate  situation,  otliers  toward  future  recover\' 
and  growth,  weie  laid  before  the  (lontfrc'ss  in  this  speech  and  in  a  series 
of  messaijc's  cluiint;  the  yeai . 

The  followinu;  is  a  list  of  the  ac  tions  takem  durincf  1061  to  fostcT  economic 
lecovery  and  i>rowth.  Inc  luded  also  are  measure's  (othcT  than  defc'nse  and 
fon-ien  aid)  which,  thou^li  primarily  directed  to  other  pur[X)st's.  contrib¬ 
uted  sii^nificantly  to  i^row  th. 

.A.  Exic.i  tivk  AM)  .Aoministr.vtivk  Action.s 

1.  At  ( t'lt  lati'fi  Ptot  urt  nil  nt  and  Constiuction 

I'he  Pic'sident  direc  ted  Federal  atic'iic  ic-s  to  accelerate  j)rocurc'ment  and 
construc  tion  planned  for  tlie  rest  of  fiscal  yc-ar  1061  under  existine;  funds. 

2.  Po^t  Offit  ('  C.onstruction 

It  was  announi  »'cl  that  post  oflicc*  construction,  originally  schc-duled  for 
implementation  oscr  18  months,  would  hc'  comprc'ssc'd  into  10  months 
.March  to  the'  end  of  the*  calc-ndar  vear  .  .Although  change's  wc-re 
made  in  this  directive'  hi'forc'  the'  end  of  the  calendar  year,  there  was  a  sub¬ 
stantial  acec'leration  during  the'  first  half  of  1061  in  the  provision  of  new 
otlic  c  s.  Projec  ts  for  ))ost  offic  es  were  c one  entratc'd  in  areas  of  high 
imeniploymc'nt. 

!L  Fcdfial-Aid  Hii^hu  a\s,  Sihool  and  Olfirr  C.onstruction 

On  Fc'bruarv  2,  the  Prc'sidetu  made'  axailable  S718  million  of  Fc'deral-aid 
highway,  funds  sc  hc'duled  for  release  in  the  fourth  quarter  of  hscal  1961. 
kjuartc'rlv  ap|)oi tionmc'iits  for  the'  first  and  sc'c one!  ciuartc'rs  of  hscal  1062 
wc'ie  also  rc'leasc'd  ahc'ad  of  sc  hedulc',  in  May  and  .August.  On  Fc'bruary 
16.  the  Prc'sidc'iit  uryc'd  State'  (love  rnors  to  spc-c'd  the  spc'iiding  of  $1.1 
billion  in  Fc'dc'ral  aid  for  highways,  sc  bools.  hosj)itals.  and  waste  treatment 
facilities. 

4.  Accrleratt'd  Tax  Refunds 

Taxpayers  wlio  were  c'ligible  for  refunds  were*  rc-cpiestc'd  to  61e  returns 
early  to  spec'd  re-fund  payments.  In  the  first  thrc'c'  months  of  1961,  indi¬ 
vidual  income  tax  refunds  totak'd  about  $2.1  billion,  31  percent  more  than  in 
1960. 
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5.  Frtrrans  Life  Insurance  Dividends 

On  February  1,  the  President  announced  that  he  had  directed  the 
Wterans  Administration  to  advance  the  payment  of  veterans  life  insurance 
dividends.  'I'he  total  payable,  $2r)8  million,  over  tlu*  entire  t  alendar  year 
was  made  available  in  the  first  cjuarter.  In  addition,  a  special  dividend 
payment  of  $218  million  was  made  in  late  June  anti  in  July. 

6.  Price  Supports  and  Farm  Storage  Pa\ments 

Price  supports  were  raised  on  corn,  cotton,  butterfat  and  milk,  soybeans, 
and  most  other  price-supported  commodities  for  the  I%1  crop  yt'ar. 

On  February  8,  the  President  directed  the  Department  of  .\ifriculture 
to  speed  payments  to  farmers  for  storaye  of  crops  under  ju  ice  su|)|)(n  t  loans. 
The  jjayrnents,  advanced  to  early  March,  amounted  to  about  $2')  million. 

7.  Food  Distribution 

In  his  first  executive  order,  the  F’resident,  on  Januarv  21,  directt'tl  tin* 
Secretary  of  .Agriculture  to  exjjand  the  free  fixxl  distribution  jirogram  for 
needy  families  in  areas  of  chronic  unem[)loym«'nt.  On  January  24,  th«‘ 
•SecretaiT  of  .Agriculture  announced  that,  through  additional  |)urchases  of 
jjrotein  fixids,  the  Government  would  increase  the  variety  of  surj)lus  hxHls 
b«‘ing  distributed.  .As  a  result  of  these  actions,  the  annual  rate  of  distribu¬ 
tion  was  raised  from  about  $60  million  to  more  than  $200  million. 

8.  Food  Stamp  Program 

On  February  2.  the  President  announced  the  establishment  of  six  area 
jirojects  for  ojjeration  of  a  i)ilot  “fixxl  stanij)"  distribution  |)rogram.  This 
was  subsecjuently  exj)anded  to  eight  areas. 

9.  Farm  Loans 

On  February  8.  the  l)ej)artment  of  .Agriculture  anmumced  that,  juirsuant 
to  a  White  House  directive,  it  was  making  available  an  additional  $.50 
million  for  housing  loans  to  low-income  fanners.  On  Februarv  18,  the 
Department  announced  that  the  Farmers  Home  .Administration  would  re- 
lca.se  an  additional  $35  million  for  operating  loans  for  fanners.  Lending 
activity  of  the  Fanners  Home  .Administration  for  rural  area  deveIoj)ment 
was  accelerated. 

10.  Rural  FAectripeation  Administration 

During  the  year,  the  Rural  Electrification  .Administration  intensified 
its  activity  in  the  field  of  lural  area  development. 

1 1.  Monetary  Policy  and  Debt  Manai;ement 

.As  the  Presid(‘nt  announced  in  his  February  2  message,  the  Federal 
Reserve  and  the  4'reasury  Department  worked  “to  further  the  com¬ 
plementary  effectiveness  of  debt  management  and  monetary  policy.” 
During  the  year,  their  policies  were  directed  toward  fostering  domestic 
economic  recovery  by  providing  the  base  for  needed  bank  credit  and 
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inom'taty  cxpatisioii  and  hy  oncouraj^ing  the  How  of  savings  and  credit 
into  long-term  investment  ( hannels.  'I'he  Federal  Reserve  provided  bank 
reserves  through  })urehases  of  securities  of  more  than  1  year.  The  Treasury 
Department  has  been  buying  long-term  L  .S.  (iovcunment  securities  for  the 
trust  fund  accounts.  .Xt  the  same  time,  both  monetary  and  debt  manage¬ 
ment  policies  countered  downward  pressure  on  short-term  rates,  with  a 
view  to  chec  kinti  the  outflow  of  funds  from  this  country  to  money  markets 
abroad. 

12.  Housitin  A(  tutn^ 

On  February  1,  tht“  President  announced  a  spe-eding  up  of  the  initiation 
of  projects  already  approved  (including  the-  commitment  of  available 
college*  housing  funds  ahead  of  sc  hedule). 

On  Fehruarv  2.  the*  maximum  })ermissihle*  intere*st  rate  on  insured  home 
loans  eef  the*  Fe*de*ral  Housing  Administration  (FH.\)  was  reducc*d  from  534 
pe*rce*nt  to  pe*rc  e  nt,  and  on  Mav  29  to  5(4  pcTcent. 

Fhe*  Ciommunity  Facilitie  s  .Administration  reduced  rates  on  new  loans 
and  hroade*ne*d  the  program  to  include*  certain  communities  and  projects 
pieviously  e*xclude'd. 

Pure  base*  and  sale*s  price-s  for  fede*rally  unde*rw  ritten  mortgages  under 
Fc*dc*ral  National  Mortgage*  .Association  (FNM.A)  sc*condary  market  opera¬ 
tions  wc*re*  raisc*d  in  a  se*rie*s  of  stc*ps.  .After  the  middle  of  1961,  purchases 
of  mortgage*s  hv  F.NM.A  under  sc*condary  market  operations  excc'cded 
sales. 

The  Fc*de*ral  Home*  Loan  Bank  Board  lihe*ralizc*d  terms  under  whic  h  Fc'd- 
e*ral  savings  and  loan  associations  can  make  mortgage*  loans;  broadened  the 
powe*rs  of  insured  assexiatiems  to  engage  in  participation  loans;  allowc'd 
membe-r  associations  to  borrow  an  amount  up  to  MVi  percent  of  with¬ 
drawable  accounts  from  Fe*de*ral  Home  Loan  Banks,  in  contrast  to  the 
former  12'/2  pe*rce*nt  (this  action  was  taken  in  two  steps)  ;  caused  Federal 
Home  Loan  Banks  to  re*duce*  intc*re•^t  rate's  on  advances  to  members;  and 
instituted  a  nc*w  program  of  intc'rmediate  advances  by  Ft'deral  Home 
Loan  Banks. 

On  Fc'bruars  2.  the*  I'rban  Renc*wal  .Administration  requc'sted  local 
public  agencic'S  to  accelerate*  urban  renewal  activitic's. 

(^n  July  17,  FH.A  eliminatc*d  the  continuing  ser\'ice  charge  formerly 
pennittc*d  for  home  mortgages  cd  $9,090  or  Ic'ss. 

1.5.  Small  liwiint'ss  Admiriistratioti  Loans 

On  ,A})ril  5,  the  Small  Businc'ss  .Administration  (SB.A)  announcc-d  a 
dc'crease  from  5/2  }x*rcent  to  4  fX'rcent  in  the  interest  rate  on  loans  to  small 
businessc's  in  areas  of  substantial  unemployment,  and  a  liberalization  of 
size  standards.  I'he  .Agency  also  reduced  from  5 -5 (4  percent  to  4  percent 
the  interc*st  rate  on  loans  to  State  and  Icx'al  development  companies  in  such 
areas.  In  .August,  it  institutc'd  a  simplified  bank  loan  participation  plan 


designed  to  aeliieve  expanded  eoniniereial  bank  part ieipat ion  in  small  busi¬ 
ness  loans. 

14.  Gonrununt  Proem enu  nt  in  Ateas  of  Substantial  I’nunfdoyment 

On  February  2.  the  President  annoiineed  that  be  was  diret  ting  the  Seeic- 
tary  of  Defense.  Seen'tarv  of  Labor,  and  the  (Jeneral  Serviees  .Administra¬ 
tion  to  take  ste|)s  to  improve  the  nun  banism  for  (  banneling  Federal  eontraets 
to  firms  both  in  areas  of  substantial  unemployment  and  in  areas  of  sub¬ 
stantial  and  persistent  unemployment.  Aeeordinglv,  the  Fedeial  I’roc  ure- 
ment  Regulaticnis  have  been  amended  (  1  )  to  provide  proeedures  for  the 
setting  aside  of  appropriate  procurements  for  awaid  to  firms  whic  h  w  ill  per¬ 
form  a  substantial  j)roi)ortion  of  the  contracts  in  areas  of  substantial  unem¬ 
ployment  and  areas  of  substantial  and  p«-isistent  unemplovm<-nt.  (2)  to 
assure  that  concerns  in  such  areas  are  aflorded  an  eciuitable  oppottunity  to 
compete  for  subcontrac  ts  undcu  government  prime  contracts,  and  !l)  to 
clarify  and  strengthen  the  prefc'iencc'  for  linns  in  sue  h  areas  in  procurements 
where  c'qual  low  bids  are  received.  .Similar  instiue  tions  ha\c‘  been  issued 
in  the  .Armed  Sc  ivices  Procurement  Regidation. 

1.').  I’nited  States  Employment  Serriee  {rSPiS) 

On  February  2,  the  President  directed  the  Sc'cretai-y  of  Labor  to  expand 
and  improve  services  to  jobless  applicants  rc'gistered  w  ith  the  I’.SFLS.  Place¬ 
ment  services,  espc'cially  in  inc'trojK^litan  areas,  have  been  realigned  to  meet 
the  needs  of  workers  and  em})loyers  in  all  cnc  u[)ations.  'Fhe  Hureau  of 
Employment  Sec  urity  and  affiliatc'd  State  agcmcic-s  have  incrcxised  program 
emphasis  on  job  dc-velopment  for  the  unernployc'd,  and  tc'sting,  counseling, 
and  placement  activities  for  young  pc'ople  out  of  school  and  out  of  wcuk. 

16.  Manpower  Retraining 

In  anticipation  of  passage  of  the  proposc'd  mani)owc‘r  devedopment  and 
training  act,  the  Sec  notary  of  Labor  on  Novembe-r  27  recjuc-stc-d  all  State's 
to  develop  plans  for  immc'diate  implementation  cif  the*  law.  In  addition,  the 
Dc-partment  of  Labor  and  the  Department  of  Health,  Education,  and 
Welfare  have  coordinated  plans  for  effc'ctively  carr\ing  out  their  respon¬ 
sibilities  under  the  act. 

17.  Export-Import  Bank 

The  Exjxirt-Import  Bank  announced  two  new  programs  which  make 
available  export  credit  guarantees,  insurance  and  financ  ing  for  semifinishc'd 
and  consumer  durable  goods,  and  c'xport  crc'dit  insurance*  for  cdnsumer 
goods.  The  first  of  these  makc*s  available  exfxcrt  crc'dit  insurance*,  covering 
both  political  and  cre-dit  risks  on  short-term  and  mc*dium-tc*rm  crc*dit  salc*s, 
which  will  be  i.ssued  through  a  private  assex  iation  of  insurance  companies. 
4'he  second  program  consists  of  guarantc*c*s  issuc*d  to  financial  institutions 
and  Bank  participation  with  financial  institutions  w  hic  h  finance  exporters' 
medium-term  credit  sales  on  a  nonre*course  basis.  Both  programs  are  de- 
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sitTiK'd  to  (‘iiahlo  tile  cxpoi  tn  to  appiv  for  assistance  directly  to  his  local  com¬ 
mercial  hank  or  insiiranc«*  broker. 


M.  LK(:i.si..\'ri\ I  Kkc.ommknd.mions  .\ni)  Achions 

1.  I'l'ttifioiarx  h.xti  ndt  ti  I ' lu  fn ploymi  ut  ('.ojnftt'twation 

riie  F’resident  ri  (|nested  the  (lont^ress  to  increase  temporarily  the  period 
durint;  which  unemployment  insuraiuc  benefits  miiiht  be  paid.  The  (lon- 
tjit'ss  ena«  ted  this  prop<»sal.  The  lei^islation  establishes,  on  a  self-supjwrtintf 
basis,  a  temporarv  pi<)i;ram  of  extend»-d  imemplovment  compensation  to 
persons  who  have  exhausted  their  beTudits  under  State  and  Federal  laws. 
It  provides  for  agreements  with  States  to  pav  temporary  (‘xtended  un¬ 
employment  b«‘nefits,  for  any  worker  who  exhausts  his  State  benefits  between 
June  !fl),  l!>b()  and  .March  !fl.  Ibb2.  ecpial  to  ’)0  jwrcent  of  the  amount 
te((‘i\t‘d  in  .State  unemployment  l)cn«fits  or  IS  times  his  weekly  benefit 
amount.  I'he  increases  iti  benefits  are  beiim  financ  c-d  bv  an  inc  rease  of  0.4 
|)en  (‘nt  in  the  uncanployment  tax  rate  for  the  c  alendar  years  1962  and  1963. 

Iti  addition,  the  (lonuress  authorized  a  temporary  self-supportint>;  pro- 
”r.uu  of  extended  railroad  uncanplovment  insurance-  to  workers  who  have 
i-xhausted  normal  benefits  under  the  Railroad  l'nemj)lovment  Insurance 
Act. 

2.  I  tiftn filoynirnt  (.'orn fn  nsation 

The  I’resident.  on  June  I!>,  j)roposed  major  changes  in  the-  Federal- 
.State  unc-mplovment  compensation  system.  The  .Administration  bill,  intro- 
duc  c-d  in  the-  First  Sc-ssion  of  the-  87th  (!ontirc‘ss.  would  c-xtend  the  scope- 
of  the-  systc-m  by  incrc-asinij  ccnc-raiic-  to  include  o\c-r  three  million  more- 
workers;  inc  re-ase-  be-ne-fits  so  that  a  tjre-at  majority  of  elijG;ible  claimants 
would  re-e  e-i\e-  a  we-e-klv  be-ne-fit  i-(|ual  to  at  least  on(--half  of  their  average 
w(-e-klv  waije:  e-stablish  a  pe-rmane-nt  Fede-ral  proyram  of  additional  compen¬ 
sation  for  une-mplove-d  worke-rs  who  have-  exhausted  their  regular  benefits; 
and  improve-  the-  financing  of  the-  proizram  by  increasing;  the  wae;e  base  on 
which  the-  unemplennie-nt  tax  is  base-d  from  .S3.000  to  $4,800. 

In  addition,  the-  measure-  include-s  e'e|ualization  tyrants  to  States  with 
liiith  unemployment  costs,  and  a  jirovision  jire-cludins;  denial  of  unemploy¬ 
ment  compensation  to  claimants  who  are-  attendiiiE:  approved  trainins;  or 
re-traininp;  cemrse-s. 

'Flu-  Cont^re-ss  tewk  no  ae  tion  em  the-  .Administration  bill  in  1961. 

3.  Aid  to  Dependent  Children 

The-  Cemtjress  was  re-epie-ste-d  to  exte-nd  the-  jiroiiram  of  aid  to  dependent 
children  by  jirovidin^  be-nefits  to  childre-n  who  are  ne-e-dy  be-cause  of  the 
unemployment  of  their  parents.  .A  bill  was  passed  by  the  Contjre-ss  and 
siu;ne-d  by  the  President  on  May  8.  It  is  e-stimate*d  that  expe-nditure-s  of 
about  $100  million  in  fiscal  1962  are  bein"  made-  under  this  program. 
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4.  Social  Security  Liberalization 

The  President  proposed  leyislation  to  improve  the  old  ai^e,  survivors,  and 
disability  insurance  and  public  assistance  |)roij;rains.  Such  lei'islation  was 
passed  bv  the  Cont;ress  and  aj)pro\  ed  by  the  President  on  June  to  prov  ide, 
among  other  things,  increased  minimum  social  sec  uritv  benefits,  an  c'arlier 
retirement  age  for  men,  and  int  reased  benebts  tor  widows.  'To  meet  the 
increased  benefit  costs  the  Ft'deral  Insurance  Contribution  Ac  t  taxc's  wc-re 
increasc'd,  effective  January  1,  1962,  by  one-c-igbtb  of  1  percent  each  on 
employers  and  employees. 

3.  Manpower  Retraining 

The  President  proposed  a  manpower  devc-lopmc'iit  and  training  pro¬ 
gram,  providing  for  counseling,  training,  rc'location  assistance*,  and  voca¬ 
tional  c'ducation.  I'he  .Administration's  bill  j)rovidc*s  for  retraining  unem- 
ployc'd  peiNons  who  cannot  rc*asonably  be  c*xpc*c  tc*d  to  sc*c  ure  full-time* 
employmc*nt  without  retraining  and  for  upgrading  the*  skills  of  otbc*r 
members  of  the  work  force.  It  also  providc*s  for  continuing  rc*vic*w  and 
assessment  of  the  .Nation's  manpower  rc*cjuiic*mc*nts.  for  appropriate 
methcxls  of  testing,  c  ounseling,  and  sc*lc*c  ting  workc*rs  for  training,  for 
determining  the  skills  in  which  tbev  should  be*  traine*d.  for  rc*fc*rral  of 
workers  for  training,  for  placement  sc'rvicc*s  after  coinjiletion  of  training, 
and  for  financial  assistance  during  the  training  pc*riod  for  those*  unem¬ 
ployed  workers  who  cannot  undertake  a  training  program  without  it. 

The  Senate  approved  a  manpower  retraining  bill,  and  a  bill  was  rc*- 
jxirted  out  by  the  House  Flducation  and  Labor  Committee*.  The*  House 
Rules  Committee  postpone*d  giving  a  rule  for  de*bate  on  the  bill  until  1962. 

6.  Youth  Employment  O pportunities 

The  President  recommended  the  enactment  of  a  ^’outh  Employment 
Opportunities  bill.  The  proposal  include*s  on-the-job  training  programs 
conduett'd  in  coope*ration  with  both  private  and  public  groups,  public 
service  employment  programs  established  in  cooperation  with  State  and 
local  public  and  nonprofit  agencies,  and  a  A’outh  Conse*rvation  Corps 
which  would  perform  conservation  and  re*lated  work  pursuant  to  agiee- 
inents  with  State  and  Federal  conservation  agencies. 

Both  Senate  and  House  Committe*es  reported  out  bills  on  the  subject  in 
1961,  but  no  further  action  was  taken. 

7.  Minimum  Wage 

The  President  signed  the  Fair  Labor  Standards  .Act  .Amendments  on 
May  5,  extending  coverage  to  approximately  3.6  million  additional  workers 
and  increasing  the  minimum  wage  to  $1.2.3  an  hour  over  a  period  of  time. 
The  amendments  represent  the  first  Congressional  action  on  extension  of 
coverage  since  the  .Act  was  passed  in  1938. 

8.  Area  Redevelopment 

The  .Administration  proposal  to  aid  areas  with  substantial  and  persistent 
unemployment  was  enacte*d  and  signe*d  by  the  President  on  .May  1.  The 
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Area  R('dovcloj)iiu'nt  A(  t  provides  loans  to  coinmrrcial  and  industrial 
enttM  pi  iscs,  loans  and  qrants  for  community  facilities  and  urban  renewal, 
all  di'simied  to  increase  employment  opportunities  in  these  areas.  In 
addition,  tlu‘  .Xc  t  provides  for  the  training  and  r<*trainint'  of  unemployed 
and  underemployed  n‘sidents  of  these  areas  and  for  the  payment  of  retrain¬ 
ing  subsisti'iK  1'  benefits  while  in  traininif. 

In  lObl.  redevelopment  ari'as  and  9  Indian  Resi  rvations  prepared 
and  submitted  plans  for  their  over-all  economic  development.  Of  thesr', 
plans  coverim;  217  redevelopment  areas  and  9  Indian  Reservations  had 
been  ^iven  provisional  approval  by  the  end  of  the  year.  Eleven  projects 
involvinii;  industrial  loans,  urants  and  loans  for  public  facilities,  and  tech¬ 
nical  assistanc  e  contrac  ts  were"  approvc*d.  .Sixty-six  more  were  under  active 
considc-ration  at  thi‘  caul  of  the*  yc*ar, 

Occujiational  trainintj  proifiams  for  unemployed  and  underemployed 
})cTsons  were  initiatc-d  in  Oc  tobc-r  1961,  under  the  provisions  of  the  .Area 
Rc‘dc-velopmc‘nt  .Ac  t.  .As  of  January  .*),  1962,  training  projects  in  17  redevel¬ 
opment  arenas  located  in  7  dilferent  States  had  been  approved.  These 
projc'cts  provided  for  the  training  of  ^,.')00  workers  in  45  courses  of  instruc¬ 
tion.  Fifty  training  pro|x>sals  from  as  many  areas  are  under  active  con¬ 
sideration,  and  an  additional  50  are  in  various  stage's  of  preparation  in  Icxal 
communities. 

9.  Hownti!’  * 

.A  Presidential  message'  sc*nt  to  the  Congrc'ss  on  March  9  includc'd  the 
following  proposals:  a  4-year  ccunmitment  of  $2.5  billion  for  urban  re¬ 
newal  :  long-tc'iin,  low  -intc'rc'st  loans  for  nonproht  lirnitc'd  dividend  rental 
and  coopc'rative  housing  for  inodc-ratc'  income  families  hnanced  by  special 
assistance  from  FNM.A:  expanded  public  housing  and  housing  for  the 
elderly;  authority  for  FIFA  to  insure'  long-term  home  imjirovement  loans; 
additional  aid  for  urban  planniny.  community  facilities,  and  housing  re- 
sc'arch;  an  c'xtension  of  the  FIFA  insurance  program  for  middle-income 
familic's  to  pc-rinit  in  certain  case's  a  40-year  maximum  mortgage  period,  to 
re'iuove  the-  downpayment  re'Cjuirement,  and  to  make  other  changes  to  ease 
housing  crc'dit. 

The  Housing  .Act  of  1961,  incorporating  the  substance  of  these  proposals, 
was  approvc'd  on  June  30. 

The  veterans  home  loan  program  w^s  extended  by  legislation  approved 
on  Julv  6. 

10.  Feed  Grains  Proof  am 

The  President  signed  an  I'lnergi-ncy  fc'ed  grains  bill  on  March  22.  It 
authorized  the  Sc'cretary  of  .Agriculture  to  make  payments  to  growers  on 
1961  crops  to  reduce  acreage  and  output,  and  to  increase  support  prices 
for  feed  grains.  .Advance  payments  were  begun  shortly  after  the  bill  was 
signed. 


11.  A^riculturt' 

'I’he  President  sent  to  the  C’onuress  an  omnibus  farm  bill  on  \farch  lb. 
.\  bill  signed  into  law  on  .\uuust  8  extended  and  liberalized  lending 
proujrains  of  the  Farmers  Home  .Administration,  exti'iuled  the  emeritency 
feed  grains  program  to  19b2  crops,  authorized  a  program  <^f  payments  to 
producers  for  reducing  wheat  acreage  in  19b2.  extended  the  spe»  ial  milk 
progratn  and  the  National  Wool  .\<  t  for  4  years.  extend(‘d  the  program  for 
the  sale  of  surplus  comuKulities  for  foreign  currency  for  years,  and  autlior- 
ized  marketing  orders  for  additional  ( ommodities. 

12.  Ft'(it'ral~Aid  Hii^hways 

The  President,  in  a  message  sent  to  the  Clongress  on  February  28.  recom¬ 
mended  increased  taxes  and  a  schedule  of  authorizations  which  would 
permit  completion  of  the  Interstate  System  in  1972  and  an  expansion  of 
other  Federal-aid  highway  programs.  I'he  Federal-.Aid  Highuav  .Act  of 
1961,  appro\ed  on  June  29,  provides  increasc'd  authorization  and  revemu's 
required  to  permit  completion  of  the  Interstate  System  bv  1972.  while  main¬ 
taining  the  pay-as-you-build  principle. 

14.  Xatural  Rrsourct  s 

.A  Presidential  niessau(“  sent  to  the  (Congress  on  Februarv  2!l  included  .i 
program  calling  for  increased  aid  for  waste  treatment  facilities  and  aii 
pollution,  expansion  of  the  saline  water  program.  a( celerated  forest  pl.mt- 
ing,  access  roads  to  public  forests,  pun  base  of  shon4ine  areas  for  park  sites, 
and  a  10-year  program  of  grants  to  the  State's  for  planning  coinpreh('nsi\ e 
water  development  projects.  On  July  20.  the  President  signed  a  bill  almost 
doubling  grants  for  water  pollution  control  and  strengthening  federal 
authority  to  seek  abatement  of  jxillution.  (4n  Se  ptember  22.  an  extensiem  of 
the  saline  water  program  for  6  years  was  approve'd,  with  an  authorization  of 
$73  million.  To  carr\-  out  the  Preside-nt's  forestry  program,  appreepria- 
tions  for  the  P'orest  Service  wen-  substantially  ine  re-ased  with  partie  ular 
e'lnphasison  the  expanded  refe)re'station  pieegram.  ace  e‘le‘ratie»n  e>f  re-e  re-atieenal 
facility  development,  and  strengthening  protee  tion  against  fe)re'st  fire-s. 
.Authorization  for  the  Cape  Cod  National  Se-ashore  was  signe'd  into  law 
on  August  7.  In  the  Housing  .Act  of  1%1.  a|)pre)ved  on  June  40,  partial 
grants  to  localities  in  an  aggregate  amount  of  $30  n)illie)n  we-re-  autliori/e-d 
for  the  acquisition  of  land  for  permanent  opeui  spae  e  in  or  near  urban  areas. 

14.  Airport  Aid 

.Administration  bills  authorizing  construe  tion  grants  of  $73  million  a 
year  for  3  years  were  introduced  in  both  the*  Se-nate  and  the  Ileiuse-.  .A 
bill  signed  on  .Se-pte-nibeu'  20  authorized  the-  exte-nsion  of  Federal  con¬ 
struction  grants  to  airports  for  4  years.  .A  2-year  grant  of  $130  million 
was  included  in  the  final  inone-y  bill  approved  on  September  27. 
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1").  Aid  to  Education 


riu*  Pn'siclcnt  sent  a  sprcial  nu-ssapr  on  education  to  the  Congress  on 
Fehruary  20.  It  included  recoinniendations  concerning  elementary  and 
st'cotulary  schools  and  higluT  *‘ducation. 

Klementary  and  seeondarv  schools:  'Fhc'  President  recommended  that 
thc‘  Congress  authorize"  a  !^-vc-ar  program  for  school  construction  and 
teac  hers’  salaric‘s.  1  he  total  cost  vvoidd  hc‘  .$2.!!  billion.  Fhe  Senate  passed 
a  sc  hool  aid  progiam.  but  the-  House-  Rules  Committee  tabled  the  proposal. 

llighc-r  education:  Legislation  was  proposc-d  to  provide  more  than  $3 
billion  in  assistanc  e-  to  highc-i  c-duc  ation.  Fhe-  proposals  included  the  ex- 
tc-nsion  and  c-\pansion  of  the-  low-inte-rc-st  loan  preegram  for  collc-ge  housing 
facilitic-s;  authorization  of  a  ne  w  .3-yc-ar  program  undc-r  whic  h  $300  million 
would  be-  loanc-d  c-ac  It  veai  for  the-  construc  tion  of  acadc-rnic  facilities; 
authoi ization  ol  a  piogram  ol  4-yc-at  undc-ruraduate  sc  holarships;  expandc-d 
stude-nt  loans  and  fc-llowshij)s  throuuli  the-  National  l)c-fense  Flducation  Act. 

The-  .\dministration  supj)ottc-d  Ic-uislation  to  provide  matching  grants  for 
c'stablishmc-nt  of  c-ducational  tc-lc-vision  stations  and  for  State-  surveys  of 
the  nc-c-d  for  such  stations.  Fhe  Sc-nate  passc-d  a  bill  to  authorize  aid  for 
c-stablishmc-nt  of  suc  h  stations  and  the  House  rc-}x>rted  a  bill  out  of  Com- 
mittc-e  whic  h  was  substantially  the-  same  as  the  program  submitted. 

.\s  part  of  the-  Housing  Hill  signe-d  on  June-  30,  the  college  housing  fund 
was  inc  rc-asc-d  frotn  $1.7  billion  to  $2.0  billion  in  four  stc-ps  by  July  1,  1964. 

Fhe  National  l)c-fc-nse  Fduc  ation  .\c  t  was  extendc-d  for  two  years  on 
( )ctobc-r  .3.  continuintr  the-  prc-\  ious  $90  million  annual  authorization  for 
student  loans. 

16.  Health  Proiiram'i 

.\  Prc-sidc-ntial  mc-ssage-  sc-nt  to  the-  Congre-ss  on  February  9  included  the 
follow  ing  proposals ; 

(1)  Increased  grants  for  the  construction  of  nursing  homes;  grants  to 
.Statc-s  for  community  hc-alth  programs,  and  proje-ct  grants  to  dc-velop  new 
mc-tliods  of  out-of-hospital  care-;  incrc-asc-d  proje-ct  grants  for  research  into 
uses  of  medical  facilitic-s,  including  grants  for  the  construction  of  experi- 
mc-ntal  and  dc-monstration  facilities; 

(2)  10-year  program  of  matching  grants  for  the  construction,  expan¬ 
sion.  and  rc-storation  of  mc-dical  and  de  ntal  sc  hools  w  ith  an  authorization 
of  $7.3  million  a  yc-ar  and  an  anticipatc-d  first-year  appropriation  of  $2.3 
million; 

(3)  .‘\uthorization  of  Fedc-ral  grants  to  schools  for  scholarships  for  medi-, 
cal  and  dental  students; 

(4)  Incrc-asc-d  appropriations  for  existing  maternal  and  child  welfare 
programs ; 

(3)  inert-ased  vocational  rehabilitation  grants; 

(6)  An  c-xtended  and  expandc-d  program  of  matching  grants  for  the 
construction  of  research  facilities  and  increased  appropriations  for  the 
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medical  research  and  traininc;  programs  of  the  National  Institutes  of 
Health. 

The  community  health  seiviees  and  facilities  bill,  approved  on  Septem¬ 
ber  20,  increased  from  .$!I0  million  to  $50  million  the  annual  authorization 
for  grants  to  States  for  {)uhlic  health  seiviees  (with  particular  attention  to 
community  health  service  programs)  ;  authorized  an  additional  $10  million 
a  year  for  project  grants  to  develop  new  methcKls  of  out-of-hospital  care; 
raised  from  $10  million  to  $20  million  the  annual  authorization  for  grants  to 
build  public  or  nonprofit  nursing  homt's;  and  increasi'd  from  $1.2  million 
to  $10  million  the  authorization  for  research  into  uses  of  medic  al  fac  ilities 
(including  construction  of  experimental  facilities). 

17.  Medical  Care  for  the  A^ed 

The  President  recommended  a  health  insurance  program  for  those  of 
age  65  or  over  who  are  eligible  for  Social  Se<  urity  benefits.  'I’he  insurance 
would  be  financed  by  an  increase  in  Scxial  Sc-curity  payroll  taxes.  Hospital 
.and  home  health  service  benefits  would  begin  October  1,  1962.  Nursing 
home  ser\  ice  benefits  would  begin  [ulv  1 .  1963.  Action  bv  the  Congress  was 
I^K^stponed. 

18.  7’fl.v  Recommendations 

.\mong  his  tax  recommendations,  the  President  asked  for  the  enact¬ 
ment  of  an  investment  tax  i  redit  as  an  incentive  for  the*  modernization  and 
expansion  of  jirivate  plant  and  equipment.  He  also  rec  ommendc'd  with¬ 
holding  taxes  on  interest  and  dividends  and  a  scuies  of  measure's  to  eliminate 
defects  and  ineriuities.  Phis  tax  program  would  involve  no  net  loss  in 
revenue.  On  .August  23,  the  House  Ways  and  Means  (!ommittee  announced 
that  it  was  postponing  further  action  until  1962. 

19.  Special  Insurance  Dividend  for  Korean  Conflict  Veterans 

On  September  13,  the  President  approved  a  measure  authorizing  a  one¬ 
time  special  dividend  on  the  otherwise  nonparticipating  insurance  issued 
to  veterans  of  the  Korean  conflict.  The  dividend  dei  laration  amounti-d  to 
$56  million  of  which  approximately  $30  million  was  disbursed  to  eligible 
policyholders  by  the  end  of  calendar  year  1961. 

20.  Small  Business  Administration  (SBA 

Legislative  action  during  1961  liberalized  the  Small  Business  Invest¬ 
ment  Program  and  expanded  and  strengthened  the  activities  of  the  Small 
Business  Administration.  .Additional  private  capital  was  attracti'd  into 
small  business  investment  corporations  by  amendment  of  the  Small 
Business  Investment  .Act,  which  increased  the  maximum  amount  of  Gov¬ 
ernment  participation  in  a  single  corporation  from  the  previous  limit  of 
$150,000  to  $400,000.  'I'he  ability  of  the  SBA  to  lend  to  State  and  local 
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development  corporations  was  also  increased.  Amendment  of  the  Small 
Business  \ci  provided  for  the  development  of  a  program  to  assure  small 
Business  participation  in  subcontracts  relating  to  government  procurement, 
and  broadened  the  authority  for  research  and  counseling  services  for  small 
business. 
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Chapter  2 

Economic  Growth 


n 


Faster  economic  growth  in  the  United  States  requires,  above 
all,  an  expansion  of  demand,  to  take  up  existing  slack  and  to  match 
future  increases  in  capacity.  Unless  demand  is  adequate  to  buy  potential 
output,  accelerating  the  growth  of  potential  is  neither  an  urgent  problem 
nor  a  promising  possibility.  Full  utilization  will  itself  contribute  to  growth 
of  capacity.  Saving  and  investment  to  increase  capacity  and  improve  pro¬ 
ductivity  flourish  in  prosperity  and  wane  when  the  economy  is  slack. 
Reduction  of  economic  fluctuations  lessens  the  risks  associated  with  inno¬ 
vation  and  investment  and  diminishes  the  resistance  to  technological  change. 
.■\  full  employment  economy  can  achieve  more  rapid  growth  than  an 
economv  alternating  between  boom  and  recession;  for  that  reason,  effective 
stabilization  policy  is  the  first  step  toward  a  policy  for  economic  growth. 
But  stabilization  policy  is  not  enough.  .\  sustained  improvement  in  the 
growth  rate  requires  also  a  concerted  effort,  private  and  public,  to  speed 
the  increase  of  potential  output.  Chapter  1  has  analyzed  the  current  prob¬ 
lem  of  underutilization.  In  this  chapter  the  emphasis  is  on  the  growth  of 
potential  output. 

The  growth  of  the  U.S.  economy  result.'  primarily  from  decisions  taken 
by  individuals,  families,  and  firms.  However,  all  levels  of  government — 
Federal,  State  and  local — have  a  role  in  the  promotion  of  economic  growth. 
It  is  no  part  of  that  role  to  force  on  unwilling  households  and  business  firms 
any  particular  rate  of  growth  in  their  own  individual  activities.  But  if, 
as  a  Nation,  we  desire  a  higher  rate  of  growth,  there  are  two  consequences 
for  government  policy.  First,  in  those  areas  of  economic  activity  tradi¬ 
tionally  allotted  to  some  level  of  government,  public  expenditures  must 
provide  services  which  contribute  to  the  growth  of  potential  output  and 
which  satisfy  the  needs  that  accompany  increasing  income  and  wealth. 
Second,  public  policy — notably  in  the  fields  of  taxation,  education,  training, 
welfare,  and  the  control  of  money  and  credit — inevitably  stimulates 
or  retards  the  growth  potential  of  the  private  economy,  even  if  no  such 
result  is  consciously  intended.  Accelerated  economic  growth  requires  co¬ 
ordinated  policy  at  all  levels  of  government  to  facilitate  the  increase  of 
productivity  and  the  expansion  of  capacity.  No  change  is  implied  in  the 
historic  division  of  responsibility  between  public  bodies  and  private 
citizens. 
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Growth:  Problem  or  Opportinity 


The  sources  of  growth  of  potential  output  often  present  themselves  as 
“prohlems.”  A  rapidly  expanding  labor  force  provides  new  workers  to 
man  factories  and  perfonn  services,  and  opens  new  opportunities  for  invest¬ 
ment  to  equip  them.  Hut  it  accentuates  simultaneously  the  “problem”  of 
assuring  useful  jobs  at  satisfactory  wages  for  an  ever-growing  number  of  job 
seekers.  Rapid  technological  progress  increases  productivity,  releasing  labor 
and  other  resources  for  new  uses.  But  it  creates  simultaneously  the  “prob¬ 
lem”  of  displaced  workers,  declining  industries,  and  depressed  areas.  The 
problems  and  the  opportunities  are  opposite  sides  of  the  same  coin.  A 
commitment  to  accelerat(‘d  growth  is  at  the  same  time  a  commitment  to 
solve  even  more  such  problems.  The  challenge  is  to  find  solutions 
whieh  do  not  limit  the  economy’s  capacity  to  grow. 

'T  his  is  what  is  meant  by  saying  that  there  are  “growing  pains”  associated 
with  economic  progress.  They  are  not  new.  Nor  are  they  insoluble  if  the 
expansion  of  demand  creates  new  opportunities  for  labor  and  capital  as  old 
ones  disappear.  .An  adequate  level  of  demand,  though  not  itself  the  solution 
to  structural  problems,  is  a  necessar\-  precondition  to  the  solution. 

The  most  pressing  of  the  sen  ial  problems  resulting  from  rapid  industrial 
progress  is  the  creation  of  islands  of  obsolete  capacity  and  unwanted  skills. 
It  is  inequitable  to  inflict  the  costs  of  progress  on  an  arbitrarily  selected  few, 
when  the  benefits  are  widely  shared.  It  is  more  than  inequitable — it  is  self- 
defeating —  to  invite  resistance  to  progress,  pools  of  idleness,  low  productiv¬ 
ity.  and  poverty.  The  need  for  specific  fx^licies  to  restore  the  earning  power 
of  displaced  workers  and  the  vitality  of  depressed  regions  has  already  been 
emphasized  in  connection  with  the  objectives  of  the  Employment  Act  itself. 
That  need  is  intensified  with  the  acceptance  of  accelerated  economic  growth 
as  a  goal  of  national  jxilicy. 

Faster  economic  growth  incurs  costs  and  imposes  responsibilities.  It 
must — if  it  is  worth  undertaking — confer  even  larger  benefits.  Potential 
output  has  been  growing,  on  the  average,  at  2.9  percent  annually  since  the 
turn  of  the  centur\-  and  at  about  4  percent  since  the  end  of  the  second 
World  War,  though  since  1954  the  rate  has  slowed  to  3.5  percent.  Yet 
there  are  sound  reasons  for  wanting  even  faster  growth  in  the  future — 
i  1 )  unsatisfied  needs  at  home  and  (  2)  threats  to  freedom  abroad. 

( 1  ■'  Per  capita  disposable  personal  income,  measured  in  1961  dollars,  has 
been  increasing  since  1947  at  about  2  fjercent  a  year;  it  surpassed  $2,000  a 
year  in  the  last  quarter  of  1961.  Nevertheless,  about  30  percent  of  all 
families  and  unrelated  persons  have  less  than  $1,000  of  money  income 
per  person,  and  an*  now  below  the  level  that  the  average  American  achieved 
a  quarter-century  ago. 

A  high  rate  of  economic  growth  today  will  enable  increasing  millions  to 
enjoy  better  lives  tomorrow.  Only  a  limited  imagination  can  fail  to  see 
opportunities  for  providing  more  fully  both  such  basic  needs  as  food, 
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clothing  and  shelter  and  the  amenities  of  civilized  life — education,  medical 
care,  travel  and  recreation. 

In  many,  though  not  all,  contexts  growth  in  per  capita  production  will 
reduce  the  number  of  persons  with  low  incomes.  Poverty  in  the  United 
States  is  disproportionately  concentrated  among  the  aged,  the  nonwhite, 
the  poorly  educated,  marginal  farmers,  and  families  without  a  male  bread¬ 
winner.  The  disadvantaged  fare  better  in  a  buoyantly  growing  economy. 
But  for  some,  the  remedy  lies  in  welfare  or  insurance  payments  coupled 
with  substantially  improved  services  and  retraining  to  restore  them  to 
self-sufficiency.  In  the  longer  run,  the  provision  of  good  education  and 
adequate  health  serv'ices  for  the  children  of  these  families  is  essential  to 
break  the  degrading  cycle  of  dep>endency. 

Other  unfilled  needs  lie  in  the  field  of  public  or  mixed  public  and  private 
expenditures.  The  renewal  of  cities,  the  reconstruction  of  transp>ortation 
facilities,  the  improvement  of  education  at  all  levels,  the  provision  of  new 
facilities  for  the  arts,  the  expansion  of  medical  care  facilities,  the  con¬ 
servation  and  expansion  of  our  national  parks  and  forests,  all  these  things 
need  more  resources  than  we  now  devote  to  them.  Economic  growth  will 
help  create  those  resources. 

(2)  The  leadership  of  the  free  world  imposes  heav7  economic  burdens  on 
the  United  States.  The  primary  responsibility  for  maintaining  the  mili¬ 
tary  security  of  the  free  world  falls  on  us.  Although  we  hope  that  world 
tensions  will  slacken,  we  must  be  prepared  if  they  do  not.  If  the  threat 
rises  in  intensity,  we  must  increase  our  defense  capabilities  to  meet  that 
threat.  The  future  needs  of  defense  are  uncertain  but  imperative;  the 
larger  and  more  efficient  our  economy,  the  more  readily  will  we  be  able 
to  shoulder  larger  military  burdens,  if  we  must. 

Our  responsibility  is  no  less  in  the  global  battle  against  poverty,  ignorance, 
and  disease.  The  less  developed  nations  need  our  capital  and  technique. 
They  also  need  a  further  demonstration  of  the  ability  of  a  free  economy  to 
grow,  to  prosper,  and  to  use  its  enhanced  resources  wisely. 

The  foreign 'trade  policy  of  the  United  States  should  be  formulated 
with  regard  for  the  obvious  fact  that  a  more  satisfactory  rate  of  economic 
growth  can  be  achieved  here  and  abroad  if  producers  are  stimulated  to 
efficiency  by  active  participation  in  international  trade.  A  liberal  trade 
p)olicy  works  to  this  end  by  providing  increased  market  opportunities  abroad 
for  U.S.  products  while  promoting  the  efficient  utilization  of  resources 
through  the  invigorating  effects  of  foreign  competition,  whether  encoun¬ 
tered  in  our  home  markets  or  in  the  markets  of  other  countries. 

Goals  for  the  Current  Decade 

Goals,  if  they  arc  to  be  useful,  should  be  neither  too  easy  nor  too  difficult. 
To  set  a  goal  that  would  have  been  achieved  anyway  serves  no  useful  pur¬ 
pose.  To  set  a  goal  that  is  obviously  impossible  of  achievement  invites  a 
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loss  of  confidence  and  perhaps  failure  to  achieve  what  is  possible.  A  good 
target  is  one  that  can  be  met,  but  not  without  effort. 

This  general  limitation  sets  only  a  range  of  growth  targets  for  the  United 
States  in  the  1%0’s.  It  is  no  easy  matter  to  say  exactly  how  fast  an  economy 
can  grow,  or  to  obtain  consensus  on  how  fast  it  should  grow.  Some  of 
the  benefits  of  growth  have  already  been  discussed.  The  costs  of  growth 
are  the  diversion  of  resources  from  the  satisfaction  of  current  needs  to 
those  uses  which  will  yield  increased  output  in  the  future,  and  the  strain 
on  our  institutions  and  social  fabric  which  this  diversion  might  entail. 
Ultimately,  a  democratic  society  achieves  one  rate  of  growth  rather  than 
another  through  the  freely  made  economic  and  p)olitical  decisions  of  its 
citizens.  The  task  of  economic  analysis  is  to  show  what  the  choices  are, 
what  alternative  choices  will  cost,  and  what  benefits  they  may  yield. 

The  basic  detenninants  of  a  society’s  productive  capacity  in  any  year  arc 
as  follows; 

( 1 )  I'he  number  of  p<'ople  available  for  employment,  the  number  of  hours 
they  wish  to  work,  their  incentives  and  motivations,  and  their  health,  gen¬ 
eral  education,  occupational  desires,  and  vocational  skills; 

(2)  The  stcK'k  of  new  and  old  plant  and  equipment,  and  its  comp)Osition 
by  age,  type,  and  location ; 

(3)  The  terms  on  which  the  economy  has  access  to  natural  resources, 
whether  through  domestic  production  or  imports; 

(4)  The  level  of  technolog)’,  covering  the  range  from  managerial  and 
organizational  competence  to  scientific,  engineering,  and  mechanical  under¬ 
standing; 

(5)  The  efficiency  with  which  n'sources,  domestic  and  foreign,  are  allo¬ 
cated  to  different  economic  ends,  and  the  extent  of  monop)olistic  or  other 
barriers  to  the  movement  of  labor  and  capital  from  low-productivity  to 
high-productivity  uses. 

These  basic  determinants  interact  in  complex  ways.  For  example,  ad¬ 
vanced  machinery  is  of  little  use  without  skilled  labor  to  operate  it;  advanced 
technology  often  requires  capital  equipment  to  embody  it. 

Next  year’s  productive  capacity  will  exceed  this  year’s  to  the  extent  that 
the  ba.sic  determinants  can  be  expanded  and  improved.  Success  in  achiev¬ 
ing  a  higher  rate  of  growth  in  the  future  depends  on  our  willingness  to 
spend  current  resources  to  expand  our  production  potential  and  by  our 
skill  and  luck  in  spending  them  effectively. 

The  record  of  economic  growth  in  the  United  States  does  not  suggest 
that  the  average  growth  rate  n'alized  in  the  past  is  an  immutable  natural 
constant,  leaving  no  scopn*  for  growth-stimulating  policies.  The  rate  of 
growth  of  output  has  varied  from  one  span  of  years  to  another,  depending 
on  specific  economic  circumstances  (Chart  9).  There  was  one  pro¬ 
longed  pericxl  of  stagnation — the  decade  of  the  1930’s — when  potential 
output  grew  at  less  than  the  average  long-term  rate,  and  realized 
output  grew  more  slowly  still.  Again,  there  have  been  pericxls  when  poten- 


1 1 1 


CHART  9 
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tial  output  expanded  more  rapidly  than  the  past  average.  The  postwar 
years  have  been  such  a  period  of  accelerated  growth.  Even  including  the 
years  sime  19.')4,  during  which  growth  was  sluggish,  real  gross  national 
product  (CJNP)  in  this  postwar  period  has  increased  at  an  average  annual 
rate  of  3..')  }>ercent.  Had  potential  output  been  realized  in  1960,  as  it  was 
in  1947,  the  realized  growth  rate  would  have  been  4.0  percent  a  year. 

Table  10  shows,  for  the  1947  60  period,  the  increa.ses  in  realized  and 
potential  GNP,  population,  labor  force,  employment,  man-hours.  GNP  per 
person,  and  productivity.  Approximately  four-fifths  of  the  annual  increase 
in  potential  GNP  during  the  period  is  explained  by  increases  in  output  per 
man-hour  and  one-hfth  by  incn-ases  in  total  man-hours  worked.  The 
increase  in  output  per  man-hour  is,  of  course,  the  resultant  of  improvements 
in  the  (juality  of  the  labor  force,  the  (juantity  and  quality  of  capital,  the 
level  of  te<  hnolog^',  and  still  other  factors. 


Tabi.k  10.  Output,  population,  labor  input,  and  productivity,  1947-60 
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But  consideration  of  the  years  1947-  60  as  a  unit  masks  signihcant  differ¬ 
ences  within  the  period.  There  was  a  substantial  slowing  down  in  .the 
growth  of  potential  output  between  the  6rst  and  the  second  part  of  this 
period.  From  1947  to  1954,  potential  GNP  grew  at  a  rate  of  4.4  percent 
a  year,  and  from  1954  to  1%0  at  a  rate  of  3.5  piercent.  Since  the  labor 


force  ^rew  at  a  rate  of  1 .3  percent  a  year  in  both  periods  and  average  hours 
worked  fell  somewhat  more  slowly  after  1954  than  before,  the  slower  rate 
of  growth  that  has  taken  place  since  1954  is  explained  by  a  decline  in  the 
rate  of  increase  of  productivity.  This  decline  resulted  in  part  from  a 
more  slowly  rising  trend  of  productivity  within  nonmanufacturing  industry, 
and  in  part  from  a  shift — usual  in  slack  periods — from  manufacturing  to 
nonmanufacturing  in  the  comp)osition  of  economic  activity. 

Further  evidence  that  modern  industrial  economies  are  not  helpless 
prisoners  of  past  long-term  trends  is  to  be  found  in  Table  1 1,  which  shows 
that  the  major  countries  of  Western  Europe,  and  Japan  as  well,  have  recently 
exceeded  their  own  long-term  performances. 

Table  11. — Growth  oj  gross  national  product  per  man-year,  selected  countries,  /9/.1-5P 
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On  June  28,  President  Kennedy  stated  that  a  growth  rate  of  4.5  percent 
yearly  is  “well  within  our  capability.”  On  November  17,  the  United  States 
joined  with  the  other  19  member  nations  of  the  Organization  for  Economic 
Coopieration  and  Development  in  setting  as  a  target  the  attainment  of  a 
50  percent  (4.1  percent  a  year)  increase  in  their  combined  national  product 
during  the  decade  from  1960  to  1970.  The  ability  of  the  United  States  to 
meet,  and  even  to  exceed,  this  target  is  the  best  guarantee  of  success  for  the 
OECD.  A  high  rate  of  growth  of  potential  output  will  not  be  reached 
immediately.  The  fxilicies  to  achieve  it,  even  if  adopted  now,  will  not 
bear  fruit  at  once,  and  it  will  not  be  achieved  without  effort.  But  in  the 
second  half  of  the  decade,  with  the  help  of  a  rapidly  growing  lalxir  force, 
it  should  be  possible  to  e.xceed  a  growth  rate  of  4.5  percent  annually  and 
to  achieve  an  average  rate  of  growth  of  potential  output  of  4.3  percent 
between  1960  and  1970. 

If  this  growth  is  achieved  and  if,  in  addition,  1970  is  a  year  of  4  percent 
unemployment,  actual  GNP  will  grow  at  an  average  annual  rate  of  4.9 
{jercent  (Table  12).  The  difference  between  this  hgure  and  4.3  percent 
reflects  the  current  shortfall  of  actual  output  from  potential  output.  Such  a 
rate  of  growth  of  total  GNP  would  mean  an  annual  increase  of  GNP  per  per¬ 
son  in  the  population  of  3.2  percent,  nearly  double  the  rate  achieved  during 
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Tabi.f.  \  2.~ -Output,  population,  labor  input,  and  productivity,  IQtrO  actual  and  J970  illustrative 
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the  1947-60  pt'riod.  It  is  this  hgure  which  most  nearly  measures  the  gain 
to  sot'iety  from  accelerated  economic  growth.  If,  by  1970,  we  succeed 
in  achieving  an  unemployment  rate  below  4  percent,  even  further  increases 
in  output  will  become  possible.  To  a  hrst  approximation,  each  1  point 
decline  in  the  1970  unemployment  rate  would  add  about  $8  billion  to  1970 
GNP  and  about  0.1  to  the  annual  rate  of  growth. 

Table  12  is  in  no  sense  a  prediction  of  what  will  actually  occur.  It 
shows  what  would  be  required  to  move  up  to  and  beyond  a  4.5  percent 
growth  rate,  giving  us  a  rate  of  growth  of  potential  for  the  full  decade 
averaging  4.3  jx'rcent  a  year.  Demographic  factors  lay  the  foundation 
for  a  significant  acceleration  of  potential  output.  If  labor  force  projections 
are  realized  and  if  past  trends  in  hours  worked  pier  man  year  continue, 
available  labor  input  will  increase  during  the  1960’s  at  more  than  one  and 
one-half  times  its  rate  of  growth  during  the  1947-60  period.  With  this 
increase  in  labor  input,  it  is  a  matter  of  arithmetic  that  a  3  piercent  yearly 
increase  in  man-hour  productivity  would  be  needed  if  the  annual  rate  of 
growth  of  potential  GNP  is  to  average  4.3  percent  over  the  decade. 

The  required  growth  of  output  pier  man-hour  was  surpassed  in  the  1947- 
.54  period,  but  since  1954  pierformance  has  fallen  below  what  is  required. 
The  vigorous  growth  of  the  early  postwar  pn-riod  benefited  from  the  piossi- 
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bility  of  renewing  a  capital  stock  \vhi(  h  had  aged  during  the  depression 
and  war  years  of  low  investment.  Making  good  this  backlog  of  investment 
demand  brought  with  it  the  quick  realization  of  latent  technological  prog¬ 
ress.  Simple  continuation  of  recent  trends  will  not  be  sufficient  to  repeat 
that  performance.  The  rest  of  this  chapter  suggests  the  kind  of  effort 
in  education,  technological  development,  capital  fonnation,  and  other 
areas  that  may  be  required  to  do  so.  In  particular,  unless  technical  prog¬ 
ress  brings  an  unexpected  increase  in  the  productivity  of  capital,  a  major 
rise  in  capital  investment  will  be  needed. 

The  population  upsurge  which  began  in  the  1940's,  together  w'ith  the 
expected  decline  in  death  rates,  will  give  us  a  rapid  increase  in  the  popula¬ 
tion  of  working  age.  .Adult  women  are  expected  to  enter  the  labor  force 
in  increasing  proportions;  but  because  a  larger  fraction  of  our  youth  will 
remain  in  school  and  because  the  trend  toward  earlier  retirement  among 
male  workers  is  likely  to  continue,  over-all  labor  force  participation  rates  are 
expected  to  remain  steady.  I'he  resultant  of  these  factors  should  be  a  labor 
force  in  1970  of  a  little  more  than  87  million,  an  annual  rate  of  increas<'  of 
1.8  percent  in  this  decade,  compared  with  the  distinctly  lower  rate  of  l.-f 
percent  from  1947  to  1960.  If  4  percent  of  the  labor  force  is  unemployed 
in  1970,  total  employment  will  come  to  88.7  million.  .A  reduction  in  the 
unemployment  rate  to  8  percent  would  add  over  800,000  to  (“inployment. 

The  calculations  of  Table  12  assume  that  the  average  number  of  hours 
worked  a  year  will  continue  to  decline  at  the  same  rate  as  in  the  past.  This 
reduction  in  the  intensity  of  work  has  been  going  on  for  a  long  time.  It  will 
continue,  both  because  our  citizens  choose  to  enjoy  some  part  of  their 
increas<'d  productivity  in  the  fonn  of  longer  vacations  and  perhaps  a  shorter 
workweek,  and  because  much  of  the  increase  in  the  labor  force  will  consist 
of  part-time  workers  by  preference,  notably  young  people  still  in  school  and 
women  with  family  responsibilities.  Full  employment  will,  however,  elim¬ 
inate  one  possible  cause  of  a  decline  in  average  hours;  when  unemploy¬ 
ment  rates  are  high,  as  they  are  at  present,  pressure  builds  up  for  a  reduction 
in  the  workweek.  This  pressure,  motivated  by  a  desire  to  share  the  limited 
volume  of  employment,  is  to  be  sharply  distinguished  from  the  desire  for 
increased  leisure  reflected  in  the  long-run  decline  in  average  annual  hours. 
The  second  of  these  is  to  be  honored;  the  first  should  be  met  by  expanded 
employment  opportunities.  V'ariations  in  the  number  of  hours  worked, 
like  variations  in  participation  rates,  also  respond  to  economic  forces  in  other 
ways.  The  lure  of  job  opportunities  in  a  growing  and  prospering  economy 
may  attract  even  more  than  the  expected  number  of  people  into  the  labor 
force,  and  may  induce  some  to  abandon  part-time  for  full-time  work.  On 
the  other  hand,  it  is  also  possible  that  full  employment  at  the  rising  wage 
and  salar\’  levels  pennitted  by  rising  productivity  will  lead  some  secondary 
wage  earners  to  withdraw  from  the  labor  force,  and  others  to  retire  at  an 
earlier  age. 


'I'he  bt'npficial  ofTects  of  labor  force  growth  do  not  occur  auto¬ 
matically.  Productivity  is  preserved  and  incn-ased  primarily  through  acts 
of  inv<‘stm(‘nt :  investment  in  the  improvement  of  human  resources,  in  the 
creation  of  new  technical  and  managerial  knowledge,  in  the  develop¬ 
ment  of  natural  resources,  and  in  the  formation  of  physical  capital.  In 
the  case  of  investment  in  human  capital  and  in  researc  h  and  development, 
the  link  between  expenditure  and  yield  is  difficult  to  measure,  but  there  can 
be  little  doubt  that  the  return  is  substantial.  In  regard  to  investment  in 
plant  and  (-(juipment  and  the  development  of  natural  resources,  there  is 
more  statistical  evidence  available.  No  one  of  these  investments  can  make 
its  full  contribution  to  the  objective  of  accelerated  growth  without  the 
others.  Each  of  them  is  necessary;  there  is  good  reason  to  believe  that  to¬ 
gether  they  can  be  sufficient,  if  vigorously  pursued. 

Invk.stmknt  in  Hi  man  Rksoi  rces 

Increased  production  is  not  an  end  in  itself  but  only  a  means  of  providing 
increased  real  income  for  all  to  share.  .As  indicated  earlier,  this  is  one  of 
the  reasons  that  more  rapid  growth  is  a  desirable  scu  ial  goal.  High  levels 
of  education  and  health,  e(|uality  of  opportunity — these  are  among  the  valid 
measures  of  a  so(  iety's  pi'i  formance.  They  are  desirable  in  their  own  right. 
In  addition,  they  have  an  economic  dimension.  They  are  among  the  foun¬ 
dations  of  growth  as  well  as  among  its  ben*-fits. 

.Americans  have  long  spoken  of  foregoing  consumption  today  in  order 
to  invest  in  their  children's  education  and  thus  in  a  better  tomorrow. 
For  an  ei  onomy,  just  as  for  an  individual,  the  use  of  the  word  invest  in  this 
coniK'ction  is  clearly  justified,  since  it  is  precis<‘ly  the  sacrifice  of  consumption 
in  the  present  to  make  possible  a  more  abundant  future  that  constitutes  the 
(ommon  t  haraeteristic  of  all  forms  of  investment.  That  devoting  resources 
to  education  and  health  is,  in  part,  an  act  of  investment  in  human  capital 
explains  why  programs  in  the  area  of  I'ducation  and  health  are  economic 
growth  programs.  'I'his  kind  of  investment  has  a  long  and  remarkable 
history.  Rough  estimates,  which  take  into  account  differences  in  the  length 
of  the  school  year  and  in  school  attendance,  suggest  that  the  stock  of  equiva¬ 
lent  school  year's  in  the  labor  force  rose  more  than  sixfold  between  1900 
and  19.')7,  Fhe  annual  rate  of  growth  of  the  stock  of  education  was  more 
than  H'rcent,  or  about  twice  the  rate  of  growth  of  the  labor  force  itscdf. 

Failure  to  pursue  vigorous  educational  and  health  policies  and  programs 
leads  to  smaller  increases  in  output  in  the  long  run;  it  is  also  associated  with 
higher  exfx'nditures  in  the  short  run.  If  we  fail  to  invest  sufficiently 
in  medical  research,  we  lose  not  only  what  stricken  individuals  might  have 
produced  had  they  been  well,  but  also  the  use  of  the  resources  and  funds 
currently  devoted  to  their  care.  Failure  to  invest  sufficiently  in  education 
means  that  we  will  lose  the  additional  output  that  would  be  possible  with 
a  better  -ducated  labor  force;  it  may  also  mean  the  perpetuation  of  social 
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problems  necessitating  public  expenditures.  Recognition  of  the  costs  of 
inadequate  investment  in  social  welfare  is  one  of  the  reasons  for  the  Admin¬ 
istration’s  concern  to  strengthen  family  services  in  the  public  welfare  field. 

It  is  a  waste  of  resources  to  restrict  health  and  education  to  those  who  can 
afford  them.  Moreover,  in  addition  to  each  person's  interest  in  his  own 
health  and  education,  there  is  a  public  interest  in  everybody’s  health  and 
education.  The  well-being  of  each  citizen  contributes  to  the  well-being 
of  others.  As  a  result,  we  have  organized  programs  to  help  the  jxipulation 
to  obtain  a  quality  education,  to  require  attendance  in  schools,  to  help 
ourselves  and  others  to  obtain  needed  medical  care,  to  require  that  certain 
medical  precautions,  such  as  vaccinations,  be  taken  by  everyone. 

Education 

Estimates  made  by  private  scholars  suggest  that  about  one-half  of  the 
growth  in  output  in  the  United  States  in  the  last  .')0  years  has  resulted  from 
factors  other  than  increases  in  physical  capital  and  man-hours  worked. 
Education  is  one  of  the  “other  factors.”  Even  without  allowance  for  the 
impact  of  education  on  invention  and  innovation,  its  contribution  app<‘ars  to 
account  for  bt'tween  one-fourth  and  one-half  of  that  part  of  the  increase  of 
output  between  1929  and  19.o6  not  accounted  for  by  the  increased  inputs  of 
capital  and  labor.  Education  is  of  vital  importance  in  preparing  the  skilled 
labor  force  demanded  by  new  investment  and  new  technology. 

Education’s  contribution  to  output  is  reflected  by  the  well-documented 
fact  that  income — a  measure  of  each  individual’s  contribution  to  produc¬ 
tion  tends  to  rise  with  educational  attainment,  (^f  course,  not  all  differ¬ 
ences  in  money  income  are  the  result  of  education.  Differences  in  native 
ability  as  well  as  parental  economic  and  social  status  are  also  reflected. 
Nevertheless,  a  substantial  proportion  of  the  increase  in  income  at  increasing 
levels  of  education  may  be  attributed  to  that  education. 

In  1930,  $3.2  billion  (3.3  percent  of  GNP  in  current  prices)  was  spent 
for  all  schools  at  all  levels  of  education.  In  1960,  expenditures  had  risen 
to  about  $24.6  billion  (5.0  percent  of  GNP).  In  turn,  in  1930,  29.0  fxr- 
cent  of  the  population  17  years  old  graduated  from  high  school.  By  1958 
this  was  true  for  64.8  percent.  Similarly,  in  higher  education  the  number 
of  earned  degrees  conferred  rose  from  140,000  in  1930  to  490,000  in  1960. 

Though  significant  progress  has  been  made,  substantial  opportunities  and 
needs  for  investment  in  education  still  exist.  There  is  a  pressing  need  to 
improve  curricula  and  teaching  methods,  make  education  more  n'adily 
available  to  students  of  merit  by  reduction  of  financial  barriers,  expand 
facilities  and  staff  to  meet  rising  enrollments,  improve  the  quality  and 
productivity  of  our  teaching  staffs  and  increase  their  salaries,  and  narrow 
the  gap  in  opportunities  available  to  students  in  different  parts  of  our 
country.  These  problems  must  be  met — and  met  quickly — at  all  levels  of 
government  and  at  all  levels  of  education  if  our  standards  of  education  are 
to  keep  abreast  of  our  needs. 
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The  program  of  the  Administration  includes  specific  proposals  designed 
to  meet  urgent  needs  in  the  field  of  education:  increased  funds  for  scholar¬ 
ships;  assistance  to  institutions  of  higher  education  for  the  construction  of 
facilities;  aid  to  the  States  for  assistance  to  public  elementary  and  secondary 
schools;  and  a  program  to  improve  the  quality  of  elementary  and  secondary 
education  through  curriculum  research,  demonstration  projects,  teacher 
training  institutes,  and  special  project  grants. 

Work  of  this  last  kind  has  been  begun,  with  the  support  of  the  National 
Science  Foundation,  in  supplementary  training  of  teachers  of  science  and 
mathematics,  especially  in  high  schools,  and  in  the  development  of  new 
courses  in  physics,  mathematics,  chemistry,  and  biology.  Similar  support 
has  been  given  by  the  U.S.  Office  of  Education  for  improvement  in  courses 
in  English  and  modern  foreign  languages:  it  should  be  extended  to  the  other 
major  academic  fields. 

Student  opportunities.  Of  each  1.000  pupils  who  entered  the  fifth  grade 
in  1952.  900  entered  high  school  in  1956.  600  graduated  from  high  school 
in  1960,  and  500  entered  college  in  the  fall  of  1960.  Thus  40  per¬ 
cent  of  the  original  1,000  students  did  not  graduate  from  high  school  and 
half  of  those  graduating  from  high  school  did  not  enter  college.  Many 
of  these  withdrawals  are  bv  children  of  better  than  average  intelligence. 
It  is  generally  agreed  that  improvement  of  teaching  and  expansion  of 
guidance  and  counseling  serxices  will  help  to  reduce  the  drop-out  rate. 
Efforts  to  eliminate  this  waste  of  human  resources  have  already  begun,  but 
more  are  needed. 

Financial  barriers  to  secondarv’  education  come  chiefly  from  a  pressing 
need  for  immediate  income  for  the  family.  .At  the  college  level,  the 
financial  problem  arises  both  from  the  direct  costs  of  attending  college  and 
the  income  foregone.  The  Office  of  Education  estimates  that  in  the  1961- 
62  school  vear  the  average  direct  costs  of  attending  public  colleges  are 
about  $1,700  a  year,  and  of  attending  private  colleges,  $2,500.  These  costs 
have  risen  rapidly  in  recent  years,  and  they  are  expected  to  continue  to  rise. 
They  are  significant  obstacles  for  large  parts  of  our  population.  The  Ad¬ 
ministration  proposal  for  assistance  to  higher  education  would  authorize 
4-year  scholarship  aid  for  212.500  capable  students  in  need  of  financial 
assistance. 

Personnel  and  facilities.  Enrollments  in  elementary  and  secondary 
schools  rose  from  28.2  million  pupils  in  1950  to  42.5  million  in  1960.  En¬ 
rollment  in  1970  is  expected  to  be  55.0  million.  In  1950,  2.5  million  students 
were  enrolled  in  institutions  of  higher  education,  and  by  1960  the  figure 
had  risen  to  5.6  million.  The  projected  1970  enrollment  is  7.0  million.  Ris¬ 
ing  enrollments  have  necessitated  substantial  expansion  of  personnel  and 
facilities.  Further  expansion  is  required  if  quality  is  not  to  deteriorate. 

Our  educational  system  thus  confronts  unprecedented  challenges.  To 
accommodate  doubled  enrollments  by  1970,  outlays  for  college  facilities 
must  be  more  than  doubled;  total  expjenditures  must  rise  two-to-threefold. 


Needs  at  the  below-college  level,  about  the  same  in  dollar  terms,  must  also 
he  met,  lest  the  foundations  of  the  educational  system  be  eroded.  The 
price  of  failure  will  be  the  irrevocable  loss  of  valuable  talent. 

However  urgent  the  need  for  additional  facilities  and  for  the  rehabilitation 
and  replacement  of  existing  facilities,  the  personnel  problem  is  especially 
acute,  because  of  the  time  required  to  train  teachers.  Among  begin¬ 
ning  teachers  in  public  elementarv’  and  secondary’  schools  in  1956-.')?,  27 
percent  lacked  a  standard  certificate,  a  bachelor’s  degree,  or  both.  Demand 
for  new  teachers  and  for  replacement  of  those  leaving  the  profession  will  be 
very  high.  It  can  be  met  only  by  the  training  of  new  teachers,  accompanied 
by  programs  to  increase  the  productivity  and  quality  of  experienced  teachers. 
Teachers’  salaries  at  all  levels  must  continue  their  recent  rise  if  good  teachers 
are  to  be  attracted  into  and  retained  in  the  profession  of  educating  the 
Nation’s  youth.  Other  programs  for  expansion  of  the  educational  system 
cannot  succeed  unless  the  rewards  to  teaching  are  increased. 

State  differences.  In  a  highly  mobile  and  interdependent  society,  the 
lack  of  educational  opportunities  is  not  simply  a  matter  of  concern  to  some 
States;  it  is  of  concern  to  the  Nation.  The  sup|wrt  that  the  different  States 
(and  different  areas  within  States)  give  to  education  varies  substantially. 
Such  support  depends  not  only  on  the  commitment  that  the  jxipulation  has 
to  education,  hut  also  on  the  resources  of  the  State  and  the  number  of  chil¬ 
dren  seeking  a  public  education.  As  a  consequence,  some  States  with  low 
per  student  expenditures  for  ('ducation  have  educational  budgets  that,  as  a 
percentage  of  personal  income,  are  far  above  the  national  average.  In¬ 
creased  Federal  support  for  education,  as  outlined  in  the  President's  pro- 
pKJsals,  is  essential  to  eliminate  these  imbalances  as  well  as  provide  for 
programs  to  meet  the  national  responsibilities  that  transcend  State  and 
local  boundaries.  Ultimately,  the  effectiveness  of  our  democracy  rests 
on  an  educated  and  informed  citizenry. 

Health 

U.S.  economic  growth  in  the  twentieth  century  has  been  associated  with 
better  health  of  the  population  as  a  whole  as  well  as  an  increase  in  per  capita 
expenditures  on  health  and  medical  care.  Public  and  private  expendi¬ 
tures  on  health  care  increased  from  $3.6  billion,  or  3. .5  percent  of  GNP, 
in  1929  to  $26..3  billion,  or  5.4  percent  of  GNP,  in  1960.  This  has  been 
accompanied  by  a  sharp  increase  in  life  expectancy  and  a  reduction  in 
death  rates  from  communicable  diseases. 

At  the  same  time  that  economic  growth  has  contributed  to  an  improve¬ 
ment  in  the  health  of  our  people,  better  health  has  contributed  to  economic 
growth.  Better  health  makes  po.ssiblc  an  increase  in  the  size  of  the  labor 
force  and  in  the  effectiveness  of  effort  on  the  job. 

Further  improvements  in  health  would  yield  significant  economic,  as 
well  as  human,  benefits.  On  an  average  day  in  1960,  1.3  million  employed 
persons — 2  percent  of  civilian  employment — were  absent  from  work  be- 
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cause  of  illness  or  accident.  The  days  of  work  lost  because  of  illness  far 
exceeded  the  days  of  work  lost  because  of  industrial  disputes;  in  fiscal 
year  1960,  “currently  employed”  persons  lost  a  total  of  371  million  days 
from  work  as  a  result  of  illness  or  injury,  while  the  loss  from  industrial 
disputes  in  1960  totaled  19  million  days. 

The  costs  of  ill  health  have  traditionally  been  calculated  as  the  money 
spent  for  the  prevention  and  treatment  of  accident  and  disease.  The  waste 
of  human  resources  and  the  consequent  loss  of  production  is  an  impor¬ 
tant  additional  cost  about  which  not  enoup;h  is  known.  Where  facts  are 
available,  as  in  the  related  area  of  vocational  rehabilitation,  the  relationship 
between  costs  and  benehts  is  impres.sive.  In  1960,  at  an  average  cost  of 
$900  per  rehabilitant  under  Federal-State  programs,  median  wages  of  re¬ 
habilitated  persons  were  raised  from  $450  a  year  at  acceptance  to  $2,350 
at  closure,  a  difference  of  $1,900  in  the  hrst  year  after  rehabilitation. 

Public  support  for  medical  research,  the  most  basic  of  investments  in 
better  health,  has  lx;en  growing.  In  6scal  year  1962,  total  expenditures 
will  exceed  a  billion  dollars,  of  which  60  percent  is  supported  by  the  Federal 
Government.  Further  expansion  of  research  activities,  where  funds  can 
be  wisely  spent  and  where  qualihed  research  personnel  exist,  is  desirable 
both  for  humanitarian  and  economic  reasons.  Much  of  the  necessary  re¬ 
search  is  carried  on  by  doctors  of  medicine.  More  rapid  expansion  of  the 
number  of  physicians  is  required  to  insure  that  patient  care  needs,  teaching 
needs,  and  research  needs  can  all  be  met.  This  will  be  true  even  if  needed 
improvements  are  made  in  the  organization  and  hnancing  of  medical  care. 

Increased  demands  for  medical  services,  stemming  in  part  from  new 
discoveries  and  in  part  from  growth  in  population  and  changes  in  age  and 
income  structure,  already  mean  unhlled  internships  and  residencies  in 
hospitals.  The  full  medical  needs  of  the  country  are  not  being  met  in  many 
helds,  including  public  health  and  preventive  medicine.  The  Administra¬ 
tion  has  presented  a  program  to  authorize  Federal  grants  for  the  construction 
of  medical,  dental,  osteopathic,  and  public  health  teaching  facilities,  project 
grants  to  plan  for  new  facilities  and  improved  educational  programs,  and 
scholarship  aid  to  students.  The  importance  of  maintaining  and  improv¬ 
ing  the  health  of  the  Nation  makes  the  enactment  of  this  program  a  matter 
of  great  urgency. 

Eliminating  Racial  Discrimination 

Racial  discrimination  is  a  national  disgrace.  In  this  respect,  above  all 
others,  practice  in  the  United  States  is  a  standing  affront  to  professions 
of  democratic  principle.  Discrimination  inflicts  immeasurable  human  and 
social  costs  on  a  large  number  of  our  citizens.  In  addition — and  this  is 
why  it  deserves  particular  mention  in  this  Report — it  inflicts  an  economic 
loss  on  the  country. 

Discriminatory  practices  in  education,  training,  employment  and  union 
membership  impede  the  development  and  utilization  of  human  resources. 
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They  reduce  the  efficiency  and  slow  the  growth  of  the  economy,  at  the  same 
time  that  they  alter — and  alter  inequitably — the  distribution  of  the  fruits  of 
economic  progress. 

Although  significant  reductions  in  discriminatory  barriers  have  been  ac¬ 
complished  in  recent  years,  important  problems  remain.  Many  nonwhite 
families  are  trapped  in  a  vicious  circle:  Job  discrimination  and  lack  of  edu¬ 
cation  limit  their  employment  opportunities  and  result  in  low  and  unstable 
incomes;  low  incomes,  combined  with  direct  discriminations,  reduce  at¬ 
tainable  levels  of  health  and  skill  and  thus  limit  occupational  choice  and 
income  in  the  future;  limited  job  op|X)rtunities  result  in  limited  avail¬ 
ability  of  vocational  education  and  apprenticeship  training.  Unless  action 
is  taken,  today's  training  practices,  affecting  tomorrow’s  employment  possi¬ 
bilities,  will  help  to  perpetuate  inequitable  employment  patterns. 

Our  economy  loses  when  individuals  who  are  capable  of  acquiring  skills 
are  denied  opportunities  for  training  and  are  forced  into  the  ranks  of  the 
unskilled,  and  when  individuals  with  education,  skill,  and  training  face  dis¬ 
criminator)’  hiring  practices  that  result  in  their  employment  in  low  produc¬ 
tivity  jobs. 

Discrimination  is  reflected  in  the  distribution  of  income  and  in  disparities 
in  the  levels  of  education  attained  by  white  and  nonwhite  groups.  Non¬ 
white  families  had  a  median  money  income  of  $3,233  in  1960.  Although 
this  represents  a  remarkable  advance  over  the  figure  of  $2,099  for  1947 
(in  1960  prices),  the  magnitude  of  the  problem  still  remaining  is  indicated 
by  the  fact  that  in  1960  the  median  income  for  white  families  was  $5,835. 
In  1960,  11.0  percent  of  white  but  31.7  percent  of  nonwhite  families  had 
money  incomes  of  less  than  $2,000,  while  36.6  percent  of  white  but  only 
13.6  percent  of  nonwhite  families  had  money  incomes  of  $7,000  and  over. 

In  1947,  1 1  percent  of  the  nonwhite  population  14  years  of  age  and  over 
was  illiterate;  by  1959,  this  percentage  had  dropped  to  7.5,  with  declines 
registered  in  every  age  group.  The  figure  was,  however,  considerably 
higher  than  the  1.6  j^ercent  illiterate  in  the  white  population.  Equally 
disturbing  is  the  fact  that  in  the  nonwhite  jxipulation  the  percentage  of 
illiterates  was  higher  for  each  age  and  sex  group  than  the  comparable 
percentage  for  the  white  population.  While  the  median  school  years  com¬ 
pleted  for  the  nonwhite  population  25  years  of  age  and  over  had  risen  from 
5.8  in  1940  to  8.1  in  1959,  the  median  for  the  total  population  was  11.0 
in  1959. 

The  unemployment  rate  in  December  1961  was  5.2  percent  for  white 
males  and  4.7  percent  for  white  females,  but  12.4  percent  for  nonwhitc  males 
and  10.7  percent  for  nonwhite  females.  Nonwhite  workers  made  up  less 
than  12  percent  of  the  labor  force,  but  accounted  for  22  percent  of  the 
total  unemployed  and  24  percent  of  those  unemployed  15  weeks  or  more. 

Economic  growth  will  be  furthered  by  the  adoption  of  nondiscriminatory 
p>olicies  and  practices  to  insure  that  all  Americans  may  develop  their  abili¬ 
ties  to  the  fullest  extent  and  that  these  abilities  will  be  used.  The  Depart- 
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merit  of  Justice,  the  President’s  Committee  on  Equal  Employment  Oppor¬ 
tunities,  and  the  U.S.  Commission  on  Civil  Rights  are  already  acting 
\igorously.  They  should  be  joined  in  the  campaign  by  all  parts  of  our 
population  and  all  units  of  government,  business,  and  labor. 

Investment  in  Technological  Progress 

Technological  knowledge  sets  limits  on  the  productivity  of  labor  and 
capital.  As  the  frontiers  of  technology  are  pushed  ahead,  industrial  prac¬ 
tice  and  productivity  follow,  sometimes  pressing  close  on  the  best  that 
is  known,  sometimes  lagging  behind,  with  the  gap  varv'ing  from  industry’  to 
industry  and  from  firm  to  firm.  A  stimulus  to  economic  growth  can  come 
either  from  increasing  the  rate  at  which  the  frontiers  are  advancing  or 
from  bringing  the  technology  actually  in  use  closer  to  the  frontiers. 

Research  and  Development 

The  advance  of  technological  knowledge  depends  on  the  amount  and 
effectiveness  of  the  human  and  material  resources  devoted  to  research 
and  development.  The  limited  data  available  suggest  that  within  in¬ 
dustries  and  bt'tween  industries  there  is  a  positive  correlation  between 
research  effort  and  productivity  growth.  However,  some  of  the  most 
important  developments  affecting  the  productivity  of  a  firm  or  industry 
may  originate  from  research  done  by  equipment  and  material  suppliers, 
or  from  basic  research  done  by  government  and  the  universities.  The 
b(*nefits  of  research  activity  an'  often  widely  shared. 

Exp<-nditures  on  research  and  development  in  1960  totaled  about  $14 
billion,  as  shown  in  Table  13.  In  1961  the  total  was  probably  in  the  neigh¬ 
borhood  of  $15  billion,  nearly  three  times  the  expenditures  in  1953,  and 
almost  a  third  as  large  as  business  expenditures  on  fixed  capital.  After 
rough  allowance  for  rising  costs,  the  volume  of  research  and  develop¬ 
ment  perfonned  has  approximately  doubled  since  1953.  Between  1953 


Table  13. — Research  and  development  expenditures,  1953  and  1957-60 
[Hillion.s  of  dollars] 


Tyjs'  of  res»'arch,  financing,  and  tierformance 

I».S3 

1 

1967 

19.S8 

1  1959 

1960 

Total  exi>enditures . 

5. 15 

10.03 

11.07 

12.62 

14.04 

By  tviie  of  research: 

Biusic  res<>arch . . . 

48 

.83 

1.02 

1  15 

1.30 

.\I)|)licd  res*‘arch  and  development . .• . 

4  72 

9.-20 

10.05 

11.47 

12.  74 

By  .sourc*-  of  funds:  ' 

j 

Feileral  Government . 

•2.74 

fi.38 

7.  17 

8.29 

9  . -22 

Indu-stry . 

2. 24 

3.39 

3.62 

4  ()3 

4.  49 

I’niversities  and  other  nonprofit  institutions _ 

.  17 

.'26 

.'28 

,30 

.33 

Bv  i)erformer: 

1 

Federal  Government . 

.97 

1.44 

I  73 

1.83 

■2. 06 

Industry  * . 

3  <>3 

7.fi« 

8.30 

9.55 

10.  5  ) 

fniversitics  and  other  nonprofit  institutions  «... 

.56 

.9;i 

l.(B 

1.-24 

1 

1.48 

'  Hhs«‘<I  on  reiKirts  by  iH‘rfornu>rs. 

'  Includi'S  rt‘s**arch  wnlers  administered  by  organirations  in  this  sector  under  contract  with  Federa 
agencies, 

Sourw;  National  Science  Foundation. 
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and  1960,  research  and  development  as  a  percentage  of  GNP  in  current 
prices  doubled  from  1 .4  percent  to  2.8  percent. 

Research  and  development  cover  a  wide  range  of  activities  aimed  at 
increasing  the  stock  of  scientific  and  technical  knowledge.  As  we  move 
from  basic  research  to  applied  research  and  to  development,  the  goals 
become  more  closely  defined  in  terms  of  specific  practical  objectives,  the 
predictability  of  the  results  increases,  and  the  benefits  become  less  diflfuse. 
More  than  90  percent  of  research  and  development  spending  is  for  applied 
research  and  development — most  of  it  for  development.  Slightly  less  than 
10  percent  is  for  basic  research. 

Approximately  three-fourths  of  the  Nation’s  total  research  and  develop¬ 
ment  effort  is  performed  by  industry,  and  over  half  of  this  is  financed  by 
the  Federal  Government.  Profit  considerations  naturally  lead  private  firms 
to  concentrate  on  developing  and  improving  marketable  products.  Even 
here,  supplementary  government  support  can  pay  off  handsomely.  Esti¬ 
mates  suggest  that  hybrid  corn  research,  of  which  perhaps  one-third  was 
publicly  supported,  yielded  a  substantial  return  to  society  over  and  above 
the  returns  to  farmers  and  seed  producers. 

Less  than  one-third  of  all  basic  research  is  done  by  industry.  Govern¬ 
ment,  the  universities,  and  other  nonprofit  institutions,  although  doing 
only  one-fourth  of  total  research,  do  most  of  the  Nation’s  basic  research. 
Such  research  seldom  results  directly  or  immediately  in  new  products  and 
processes.  But  in  the  long  run,  basic  research  is  the  key  to  important  ad¬ 
vances  in  technology.  Fundamental  inventions  like  the  transistor — an  out¬ 
growth  of  basic  research  in  solid-state  physics — may  revolutionize  large 
sectors  of  industry  and  have  a  tremendous  ultimate  effect  on  productivity. 

Although  research  and  development  spending  is  increasing  rapidly  in 
most  industries,  more  than  55  percent  of  industrial  research  is  performed 
by  two  industry  groups,  the  aircraft  and  parts  industry',  and  the  electrical 
equipment  and  communications  industry,  as  shown  in  Table  14.  This 
heavy  concentration  of  industrial  research  reflects  primarily  the  concentra¬ 
tion  of  defense  contracts. 

Industrial  research  is  also  heavily  concentrated  in  large  firms.  In  1958, 
firms  employing  more  than  5,000  persons  accounted  for  84  percent  of 
total  industrial  research  spending,  significantly  more  ’than  the  share  of 
these  firms  in  manufacturing  employment. 

The  Federal  Government  plays  a  much  larger  role  in  financing  than  in 
jjerforming  research.  It  is  estimated  that  in  1961  the  Government  paid 
for  about  two-thirds  of  the  total  national  research  effort  including,  in 
addition  to  work  done  in  government  laboratories,  almost  60  percent  of 
the  research  undertaken  in  industry-run  laboratories  and  over  70  percent  of 
the  research  done  by  universities.  About  70  percent  of  government 
research  and  development  spending  is  accounted  for  by  the  Department  of 
Defense,  The  Atomic  Energy  Commission  and  National  Aeronautics  and 
Space  Administration  together  account  for  nearly  20  percent. 
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Table  14. — Funds  for  industrial  resfarch  and  development,  by  source  arui  industry,  1960 


Funds  for  research  an<l  development,  1960 
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19 
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66 
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65 

12 
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10 

7 

12 

4  3 
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25 

264 

6 

4 

6 

1.0 

Rubber  produces . 
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a5 

80 

4 

-5 

8 
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82 

4 

78 

14 

(0 

11 
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18 

146 

20 

19 
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72 
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—  7 

9 
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5 

-5 
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7 

i 

4 

16 

11.3 
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-13 
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3,  482 
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4.55 

15 

16 

9 
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Profes.sional  ami  scientific  Instruments . 
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21 

15 

8.3 

Other  industries  . 
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2a5 
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1 

19 

17 

'  Drtta  apply  to  all  nianiifikrturinfc  in(lii<itries  an<l  to  tlio  communication  and  crude  [a-trolcum  and  extrac¬ 
tion  nonn'anu(a<-turtnK  industries. 

>  Percent  chantte  not  computed  for  an  industry  where  the  amount  In  the  base  pertorl  was  less  than  $15 
million. 

>  Not  available. 

XoTK.— iH-tail  w  ill  not  ne«‘s.sarily  add  to  totals  N‘caus«“  of  rounding. 

Source:  National  Science  Foundation. 

In  addition  to  its  direct  contributions  to  research  and  development  spend¬ 
ing,  the  Federal  Government  has  stimulated  private  research  and  develop¬ 
ment  activity.  The  science  information  services  of  the  National  Science 
Foundation,  the  Atomic  Energy  Commission,  the  Office  of  Technical  Serv¬ 
ices  of  the  Department  of  Commerce,  and  other  government  agencies  con¬ 
tribute  to  the  over-all  efficiency  of  national  research  and  development. 
Federal  tax  law  encourages  research  and  development  by  making  such 
costs  fully  deductible  in  the  year  they  are  incurred.  The  Small  Business 
Act  encourages  spending  on  research  and  development,  including  coopera¬ 
tive  research,  by  small  companies.  Moreover,  the  Federal  Government 
makes  an  important  contribution  to  the  training  of  future  research  scientists 
and  engineers  through  its  support  of  education  and  basic  research  in  the 
universities. 

Strenothening  research  and  development.  During  the  1950’s,  the  num¬ 
ber  of  professional  scientists  and  engineers  in  the  United  States  increased 
at  an  annual  rate  of  approximately  6  p)ercent.  Total  resources  allocated 
to  research  and  development  grew  at  an  even  faster  rate  because  a  rising 
proportion  of  all  scientists  and  engineers  were  engaged  in  research,  and 
because  supp)orting  personnel,  equipment,  and  material  per  research  scien¬ 
tist  increased.  During  the  1960’s,  these  trends  will  continue,  but  one  limit 
to  growth  will  be  the  supply  of  scientists  and  engineers  in  certain  fields. 
Future  investment  in  research  will  be  limited  largely  by  the  quantity  and 
quality  of  earlier  investment  in  education. 


Overemphasis  on  current  research  and  development  activity  should  not 
be  permitted  to  erode  the  underlying  educational  base.  Just  as  re¬ 
search  is  investr  ent  for  the  economy,  education  is  investment  for  research. 
The  needs  for  educational  expansion  stressed  earlier  in  this  chapter  include 
urgent  requirements  for  laboratories,  laboratory'  equipment,  and  other 
science  teaching  facilities. 

A  greater  share  of  research  and  development  resources  and  talent  should 
be  devoted  to  basic  research  and  to  prototype  development  and  experimenta¬ 
tion  in  fields  which  promise  major  advances  in  civilian  technology.  Mili¬ 
tary  research  helped  to  create  such  important  discoveries  as  isotope  medicine, 
the  computer,  and  the  jet  engine.  The  important  impact  on  civilian  tech¬ 
nology  of  these  offspring  of  military  research  suggests  that  high  returns 
might  be  achieved  if  sights  were  set  higher  in  nonmilitary  research.  Since 
the  risks  of  basic  research  and  experimental  development  are  very  great, 
and  since  the  rewards  for  success  are  not  confined  to  single  firms  or  even 
industries,  there  is  a  case  for  public  support  to  attract  additional  resources 
into  this  work. 

In  a  number  of  industries,  firms  which  are  highly  efficient  in  production 
and  marketing  may  be  too  small  to  undertake  an  efficient  research  and 
development  program.  In  others,  a  research  tradition  is  lacking,  or  re¬ 
search  is  discouraged  because  the  benefits  tend  to  diffuse  beyond  the  market 
grasp  of  individual  firms.  In  agriculture,  all  these  conditions  are  present, 
and  the  high  returns  to  society  from  government  supp)ort  of  research  sug¬ 
gest  that  comparable  programs  to  increase  re.search  in  certain  manufacturing 
industries  might  be  highly  desirable. 

An  Administration  bill  to  create  an  Assistant  Secretary  of  Commerce  for 
Science  and  Technology  has  passed  the  Senate  and  is  now  pending  before 
the  House.  Its  enactment  would  be  an  important  step  in  fulfilling  the 
Government’s  responsibilities  in  this  area.  The  competence  and  experience 
of  the  National  Bureau  of  Standards  could  well  be  used  in  support  of  a 
program  to  fill  the  gaps  in  the  national  industrial  research  effort. 

More  Effective  Use  of  Existinti  Technolojiy 

( 1 )  In  some  industries  there  are  legal  obstacles  to  technical  change. 
The  housing  construction  codes  of  many  localities  provide  a  prominent 
example.  In  principle,  these  codes  protect  the  public  from  shoddy  con¬ 
struction;  in  practice,  they  often  prevent  the  use  of  new  materials,  designs, 
and  techniques  which  are  superior  to  the  old,  and  a  lack  of  uniformity 
among  codes  in  different  localities  discourages  mass  production  of  certain 
prefabricated  housing  components.  With  respect  to  construction  codes  in 
particular,  the  Housing  and  Home  Finance  Agency  should  continue  to 
encourage  the  adoption  of  pK*rformance  standards  for  codes  and  should 
strengthen  its  programs  of  testing  and  evaluation. 
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(2)  American  labor  has  a  remarkable  record  of  acceptance  of  new  tech¬ 
nology;  but  understandable  resistance  to  the  displacement  of  labor  by  new 
equipment  has  occasionally  developed  when  opportunities  for  retraining 
and  re-employment  were  not  clearly  visible.  The  Federal  Government 
can  help  considerably,  first,  by  pursuing  effective  policies  to  maintain  full 
employment,  and  second,  by  expanding  and  improving  its  programs  in  job 
training  and  retraining. 

(3)  The  process  of  technological  change  would  be  smoother  if  society 
knew  better  how  to  reap  the  rewards,  and  reduce  the  costs.  Research  in 
the  social,  behavioral,  and  managerial  sciences  can  lead  to  more  efficient 
use  of  resources  and  to  quicker  grasp  of  the  opportunities  afforded  by 
technological  progress.  Improved  understanding  may,  in  time,  yield  ways 
to  case  the  burdens  of  adjustment.  Strengthening  of  research  in  these  auxil¬ 
iary  fields  is  needed  to  gain  maximum  benefit  from  research  which  creates 
new  technology. 

(4)  Innovation  is  facilitated  by  a  flow  of  infonnation  about  new  tech¬ 
nical  developments.  Since  many  firms,  especially  small  ones,  are  not  in 
a  position  to  follow  new  technological  developments  closely,  the  Govern¬ 
ment  can  play  a  useful  role  by  providing  business  with  relevant  information 
and  analysis.  These  service  functions  of  the  Department  of  Commerce 
and  the  Small  Business  Administration  should  be  substantially  strengthened. 
The  success  of  the  Federal-State  Extension  Service  in  speeding  the  diffusion 
of  agricultural  technology  serves  to  illustrate  how  effective  such  programs 
can  be. 

(5)  The  Panel  on  Civilian  Technology,  composed  of  a  group  of  dis¬ 
tinguished  scientists,  engineers,  businessmen,  and  economists,  has  been 
brought  together  under  the  joint  auspices  of  the  office  of  the  President’s 
Special  Assistant  for  Science  and  Technology',  the  Department  of  Com¬ 
merce,  and  the  Council  of  Economic  Advisers.  The  panel  is  examining 
opportunities  for  stimulating  civilian  research  and  development  as  well 
as  for  more  effective  use  of  existing  technology.  It  has  begun  to  address 
itself  particularly  to  those  sectors  of  our  economy  where  major  social  and 
economic  benefits  could  be  expected  to  accrue  from  technological  advances. 

(6)  By  eliminating  monopolistic  and  collusive  barriers  to  the  entry  of 
new  business  and  by  maintaining  the  spur  of  competition  to  innovation  and 
the  utilization  of  technology,  antitrust  enforcement  tends  to  create  condi¬ 
tions  which  encourage  economic  growth.  (See  Chapter  4.) 

Investment  in  Plant  and  Equipment 

Between  the  resourcefulness  of  the  labor  force  and  the  ideas  of  the 
laboratory  on  one  side  and  the  satisfaction  of  consumption  needs  on 
the  other,  the  indissoluble  link  is  the  economy’s  stock  of  plant  and  ma¬ 
chinery’.  Our  own  history  and  the  experience  of  other  industrial  countries 
alike  demonstrate  the  connection  between  physical  investment  and  growth 
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of  productive  capacity.  Without  investment  in  new  and  renewed  plant 
and  equipment,  skills  and  inventions  remain  preconditions  of  growth ;  with 
it,  they  become  ingredients. 

Investment  as  a  Source  of  Growth 

Investment  in  fixed  capital  leads  to  increased  capacity  both  by  equipping 
new  members  of  the  labor  force  with  capital  up  to  existing  standards  and 
by  providing  greater  amounts  for  all  workers.  Since  1929,  the  stock  of 
privately  owned  plant  and  equipment  (in  constant  prices)  has  grown  rela¬ 
tive  to  private  man-hours  worked  by  nearly  80  percent  (Chart  10)  and 
by  nearly  50  percent  relative  to  the  private  labor  force.  Nearly  all  of  the 
latter  increase  has  taken  place  during  the  postwar  period.  Between  1929 
and  1947,  the  rate  of  investment  was  sufficient  only  to  provide  enough 
capital — although  more  modem  capital — to  keep  pace  with  a  growing  labor 
supply.  No  increase  in  capital  per  worker  occurred.  Since  1947,  the 
rate  of  growth  in  the  ratio  of  capital  stock  to  labor  supply  has  been  ap¬ 
proximately  2.7  percent  a  year,  but  there  is  a  perceptible  difTerence  between 
the  growth  records  of  the  first  and  second  halves  of  the  postwar  period. 
From  1947  to  1954,  the  amount  of  capital  per  worker  increased  by  3.5 
percent  a  year;  in  contrast,  the  annual  increase  from  1954  to  1960  aver¬ 
aged  only  1.9  percent. 

CHART  10 

Indexes  of  Business  Output, 

Capital  Stock,  and  Man-Hours 


INDEX,  1929  =  100  (Rotio  icolt) 


SOURCE:  COUNCIL  OF  ECONOMIC  ADVISERS  (BASED  ON  DATA  FROM  VARIOUS  GOVERNMENT  AND 
PRIVATE  SOURCES) 
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The  importance  of  investment  in  the  growth  process  is  suggested  by  the 
parallel  movement  of  the  growth  of  potential  output  per  man  and  the 
growth  of  capital  per  man  (Table  15).  Both  ratios  grew  more  rapidly 
after  1947  than  before,  and  more  rapidly  between  1947  and  1954  than 
subsequently.  In  general,  the  experience  since  1929  supports  the  belief 
that  the  more  rapidly  the  capital  stock  grows  relative  to  the  labor  force,  the 
greater  will  be  the  growth  in  potential  output  per  worker,  provided  that 
other  necessary  conditions  are  met. 


Tabi  f,  15.  -Growth  in  business  potential  capital-labor  and  output-labor  ratios,  1929-60 
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Note.—  Details  of  .series  are  avaiiabie  uinm  request. 

.Source:  rouncil  cf  Economic  .\dvi.sers. 

I'hough  there  was  no  increase  in  capital  per  worker  between  1929  and 
1947,  there  was  a  slow  increase  in  productivity  which  must  be  attributed 
to  technical  progress  and  to  improvement  in  the  quality  of  both  labor  and 
capital.  When,  as  in  subsec|uent  years,  investment  was  more  rapid,  there 
was  an  accompanying  acceleration  of  productivity  gains.  These  gains  were 
not  simply  the  result  of  the  separate  contributions  of  the  advance  of  knowl¬ 
edge,  the  improved  skills  of  the  working  population,  and  the  rise  in  capital 
per  worker,  but  came  in  large  part  from  the  interaction  of  all  three. 

Investment  in  new  ec|uipment  serves  as  a  vehicle  for  technological  im¬ 
provements  and  is  perhaps  the  most  important  way  in  which  laboratory 
discoveries  become  incorporated  in  the  production  process.  Without  their 
embodiment  in  ne.w  equipment,  many  new  ideas  would  lie  fallow.  Con¬ 
versely,  the  impact  of  a  dollar’s  investment  on  the  quality  of  the  capital  stock 
depends  on  how  rapidly  increases  in  knowledge  have  taken  place.  This 
interaction  between  investment  and  technological  change  permits  each 
worker  to  have  not  only  more  tools,  but  better  tools  as  well. 

The  slower  rate  of  growth  of  the  capital  stor  k  in  recent  years  provides 
one  explanation  for  the  accompanying  slower  growth  of  labor  productivity 
and  potential  output.  The  proportion  of  output  devoted  to  investment, 
and  the  rate  of  growth  of  the  capital  stor  k  itself,  are  measures  of  the  diver¬ 
sion  of  current  resourct's  to  the  creation  of  future  capacity.  During  the 
period  1947-54,  expenditures  on  business  fixed  investment  averaged  11.0 
percent  of  GXP  and  the  stock  grew  at  an  annual  rate  of  4.2  percent  (valued 
in  1961  prices).  In  the  period  1955-60,  9.8  pK'rcent  of  GNP  was  invested 
and  the  capital  stock  grew  at  an  annual  rate  of  3.2  percent.  The  ratio 
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of  investment  to  potential  GNP  is  even  more  relevant;  in  this  case,  the  ratios 
are  10.9  percent  and  9.4  percent  for  the  two  periods.  I'his  difference  of 
1..')  percent  in  the  fraction  of  potential  GXP  invested  represents  nearly  $4.') 
billion  of  additional  capital. 

Policies  to  Encourage  Investment 

( 1 )  Adequate  levels  of  demand.  The  single  most  important  stimulant  to 
investment  is  the  maintenance  of  full  utilization  of  capacity.  The  historical 
record  shows  that  when  output  falls  below  its  potential  the  rate  of  growth 
of  the  capital  stock  declines.  Expected  profit  from  investment  is  strongly 
influenced  by  the  expected  demand  for  the  output  that  the  new  capital  will 
help  produce,  even  if  the  investment  is  meant  largely  for  cost  reduction 
rather  than  capacity  expansion.  Estimates  of  future  demand  are  colored 
by  the  experience  of  the  present  and  the  recent  past.  During  periods  of 
economic  slack,  estimates  of  future  demand  are  relatively  pessimistic,  and 
many  projects  are  foregone  which  would  appear  profitable  under  conditions 
of  high  demand. 

There  is  a  tendency  to  think  of  profitable  investment  opportunities  for  the 
whole  economy  as  exhaustible:  the  more  of  them  that  are  used  up  in  any  one 
year,  the  fewer  remain.  There  may  be  some  validity  to  this  view  for  a 
single  industry,  which  can  mistakenly  expand  its  capacity  beyond  the  possi¬ 
bilities  of  future  market  demand.  But  for  the  entire  economy,  what  appears 
as  unavoidable  excess  capacity  is  in  fact  avoidable  deficiency  of  demand. 
There  arc,  and  always  will  be,  unsatisfied  wants  for  a  higher  standard  of  liv¬ 
ing,  though  the  demand  for  any  particular  product  may  perhaps  be  satiated. 
The  investment  boom  of  1955-.'i7  did  not  make  inevitable  the  excess  capacity 
that  has  ruled  since  then.  Instead,  it  created  an  opportunity  for  higher 
levels  of  production  in  later  years,  had  the  demand  been  forthcoming.  The 
opportunity  was  lost;  even  before  the  cyclical  peak  in  the  third  quarter  of 
1957,  the  growth  of  demand  slowed  down  and  excess  capacity  began  to 
emerge. 

It  is  true  that,  with  any  given  level  of  technology,  a  higher  rate  of  invest¬ 
ment  can  occur  only  through  the  acceptance  of  investment  opportunities  of 
lower  profitability.  But  appropriate  tax  and  monetary  measures  can  make 
even  these  investments  sufficiently  attractive.  And  technical  progress  can 
have  the  same  effect.  To  equip  a  more  rapidly  growing  labor  force  also 
demands  a  larger  volume  of  investment  relative  to  potential  GNP.  For¬ 
tunately,  if  actual  output  is  held  close  to  a  rising  potential  output,  faster 
labor  force  growth  will  open  opp)ortunities  for  additions  to  plant  and  equip¬ 
ment  which  would  be  economically  unattractive  if  the  labor  supply  situation 
were  tighter.  Thus  a  higher  ratio  of  investment  to  output  can  be  more 
easily  maintained.  When  excess  capacity  already  exists,  however,  profit¬ 
ability  is  low  for  that  reason  alone,  and  the  growing  labor  force  appears  as 
a  threat,  instead  of  the  stimulus  to  investment  it  really  is. 
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In  addition  to  sen’in,^  as  an  indicator  of  future  profits,  the  level  of  ag- 
f^repate  demand,  through  its  impact  on  current  profits,  plays  an  important 
role  in  providing  finance  for  investment.  The  importance  of  the  level  of 
economic  activity  in  determining  profits  is  indicated  in  Chart  3,  which 
shows  that  net  and  gross  profits  as  a  percentage  of  GNP  fluctuate  ver\’ 
closely  with  the  rate  of  capacity  utilization.  A  policy  that  sustains  near¬ 
capacity  operations  goes  beyond  strengthening  the  profitability  of  invest¬ 
ment;  it  insures  an  ample  supply  of  low-cost  internal  funds,  which  itself 
encourages  investment. 

(2)  Monetary  and  credit  policy.  The  open  market  operations  of  the  Fed¬ 
eral  Reserve  and  the  debt-management  operations  of  the  Treasury  exert  a 
powerful  influence  on  supply  conditions  in  cn'dit  markets.  If  economic 
growth  were  the  only  end  to  be  served,  the  sole  object  of  monetarv-  and 
credit  policy  would  be  to  assure  an  adequate  flow  of  funds  to  finance  the 
needed  capital  formation  at  interest  rates  appropriate  to  the  basic  profit¬ 
ability  of  investment.  This  was  pointed  out  by  the  Chairman  of  the  Board 
of  Governors  of  the  Federal  Reserve  System  in  March  1961,  in  a  statement 
to  the  Joint  E(  onomic  Committee:  “.As  I  have  said  many  times  in  the  past, 
before  this  Committee  and  others,  I  am  in  favor  of  interest  rates  being  as 
low  as  possible  without  stimulating  inflation,  because  low  rates  can  help  to 
foster  capital  expenditures  that,  in  turn,  promote  economic  growth.” 

Use  of  monetarv’  techniques  for  growth  purposes  must,  of  course,  be 
limited  by  the  demands  placed  on  them  by  other  national  objectives.  In 
the  present  situation,  for  example,  monetarv’  policy  has  a  role  to  play  in 
the  attainment  of  recoverv-  from  recession  and  in  the  restoration  of  balance 
of  payments  equilibrium.  Policies  for  growth  and  recovery  are  comple¬ 
mentary’,  since  any  policy  that  stimulates  investment  will  simultaneously 
stimulate  aggregate  demand.  This  situation,  however,  will  not  always 
prevail.  When  excessive  demand  threatens  inflation,  stability  and  growth 
goals  will  tend  to  push  monetary  policy  in  opposite  directions.  At  such 
times,  the  importance  of  economic  growth  would  suggest  the  major  use  of 
other  measures — principally  budgetary’  surpluses — to  achieve  stability.  For 
when  demand  is  strong  enough  to  generate  pressure  on  existing  capacity, 
and  only  then,  rapid  growth  requires  that  enough  resources  be  withheld 
from  other  uses  to  make  a  sustained  high  rate  of  investment  possible  with¬ 
out  inflation.  Under  these  circumstances,  a  surplus  in  the  Federal  budget 
plays  the  constructive  role  of  adding  to  national  saving  and  making  re¬ 
sources  available  for  investment.  The  role  of  a  policy  of  monetary’  ease 
at  full  employment  is  then  to  insure  that  the  resources  freed  by  a  tight  fiscal 
policy  arc  indeed  used  for  investment  and  not  wasted  in  unemployment. 

The  current  balance  of  payments  problem  puts  additional  constraints  .on 
the  use  of  monetary  policy  to  promote  recovery’  and  growth.  The  tech¬ 
niques  developed  by  the  Federal  Reserv’e  to  meet  the  new  situation  have 
already  been  discussed  in  Chapter  1,  Part  II. 


(3)  Tax  policy.  pAcry-  tax  system  is  the  product  of  particular  needs  and 
economic  conditions;  no  tax  system  can  be  neutral  in  its  effects  on  the  ways 
in  which  households  and  business  Finns  earn  and  spend  their  incomes.  If 
faster  economic  growth  is  desired,  revision  of  the  tax  structure  is  called  for, 
to  permit  a  higher  rate  of  investment  once  full  use  of  resources  is  achieved. 

The  Administration’s  program  encompasses  two  complementary  ap¬ 
proaches  to  this  objective.  I'he  first  is  an  investment  tax  credit  eriual  to  8 
percent  of  investment  in  eligible  machinery  and  equipment;  the  second  is 
revision  of  the  guidelines  for  the  tax  lives  of  properties  subject  to  deprecia¬ 
tion. 

The  investment  credit  will  stimulate  investment  by  reducing  the  net 
cost  of  acquiring  depreciable  assets,  thus  increasing  expected  jirofitability. 
The  increase  will  vary  inversely  with  the  expected  life  of  the  asset.  For 
an  asset  with  a  seivice  life  of  10  years  and  an  after-tax  yield  of  10  percent 
before  the  credit,  the  investment  credit  will  increase  the  expected  rate  of 
return  by  about  one-third.  The  increase  in  net  yield  will  be  greater  for 
less  durable  equipment  and  smaller  for  more  durable  equipment. 

Investment  decisions  are  also  influenced  by  the  availability  of  funds. 
The  invesvment  tax  credit  will  increase  by  some  $1.5  billion  the  flow  of  ca.sh 
available  for  investment  under  conditions  anticipated  for  1062. 

Since  the  credit  applies  only  to  newly  acquired  assets,  the  entire  incentive 
effect  is  concentrated  on  the  profitability  of  new  capital  and  no  revenue  is 
lost  in  raising  the  profitability  of  assets  already  held  by  business  firms.  It  is 
an  efficient  way  of  encouraging  re-equipment  and  modernization  of  pro¬ 
ductive  facilities,  as  well  as  the  expansion  of  capacity.  The  credit  will  thus 
help  to  accelerate  economic  growth  and  improve  our  competitive  position. 
It  will  also  increase  the  attractiveness  of  investment  at  home  relative  to 
direct  investment  abroad.  In  both  ways  the  credit  will  help  to  ease  our 
balance  of  payments  problem. 

Revision  of  tax  lives  for  depreciable  property  is  desirable  as  a  matter  of 
equity  to  reflect  more  accurately  the  influence  of  obsolescence  on  economic 
lives  of  capital  assets.  Present  guidelines  were  established  20  years  ago  on 
the  basis  of  replacement  practices  of  the  depressed  prewar  years.  Deprecia¬ 
tion,  designed  to  reflect  the  loss  in  value  of  plant  and  equipment  over  time, 
is  a  function  not  alone  of  “wear  and  tear,”  but  also  of  technological  progress, 
changes  in  the  relative  costs  of  economic  inputs,  competitive  conditions,  and 
consumer  tastes  and  demand.  Through  its  favorable  effects  on  cash  flows, 
expected  rates  of  return,  and  risk,  liberalized  depreciation  will  tend  to 
stimulate  investment. 

The  investment  tax  credit,  coupled  with  liberalized  depreciation,  will 
provide  a  strong  and  lasting  stimulus  to  the  high  rate  of  investment  that  is  a 
major  requirement  for  accelerated  economic  growth.  Together,  they  will 
provide  incentives  to  invest  comparable  to  those  available  in  the  rapidly 
growing  industrial  nations  of  the  free  world. 
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Attention  to  Federal  income  tax  adjustments  to  stimulate  investment 
must  not  be  allowed  to  obscure  the  role  of  State  and  local  tax  policies  and 
practices  in  economic  growth.  The  ta.x  collections  of  these  governments 
are  nearly  half  as  large  as  Federal  collections.  In  fiscal  year  1960,  they 
increased  by  more  than  10  percent,  or  $3.7  billion. 

The  power  to  tax  under  this  governmental  system  is  shared  by  thousands 
of  separate  jurisdictions.  Improved  coordination  among  them  will  im¬ 
prove  economic  efficiency.  Identical  tax  sources  are  frequently  utilized 
by  two,  three,  and  even  four  layers  of  government  without  appropriate 
cooperation.  Taxing  authorities  occasionally  use  their  powers  in  ways 
that  capriciously  affect  decisions  concerning  the  location  of  plants  and 
disrupt  normal  competition.  The  result  may  be  a  misallocation  of  resources 
and  economic  loss. 

The  Congress  has  recognized  the  need  for  better  intergovernmental 
coordination.  It  has  provided  for  the  creation  of  the  Advisory  Com¬ 
mission  on  Intergovernmental  Relations  to  foster  “the  fullest  coopera¬ 
tion  and  coordination  of  activities  between  the  levels  of  government.”  The 
Advisory  Commission,  composed  of  representatives  of  the  executive  and 
legislative  branches  of  all  levels  of  government,  has  already  made  impor¬ 
tant  recommendations  for  the  coordination  of  local  taxes  by  the  States  and 
for  improved  tax  coordination  and  cooperation  between  Federal  and  State 
governments. 


Investment  in  Nati'Ral  Resovrces 

Economic  growth  is  not  simply  a  matter  of  growth  in  the  size  and  skills 
of  the  labor  force,  in  the  quantity  and  quality  of  capital  goods,  and  in  the 
productivity  of  the  processes  by  which  these  inputs  are  combined.  It  is 
equally  a  matter  of  turning  more  and  more  of  the  earth’s  endowment  of 
natural  wealth — soil,  sunlight,  air,  water,  minerals,  plant  and  animal  life — 
to  the  purposes  of  man.  America’s  position  has  generally  been  one  of 
natural  plenty,  but  we  cannot  complacently  assume  that  the  abundance  of 
the  past  will  also  characterize  the  future. 

But  neither  is  there  any  reason  to  suppose  that  resource  limitations  will 
in  the  foreseeable  future  place  serious  limits  on  the  growth  of  the  economy. 
Technological  change,  substitution  of  abundant  and  cheap  raw  materials 
for  scarce  and  expensive  ones,  investment  in  improved  resource  management 
and  conservation,  and  increased  reliance  on  imports  all  provide  important 
offsets  to  the  effects  of  increasing  scarcity  on  the  real  cost  of  obtaining  re¬ 
source  inputs.  Taken  together,  these  factors  tend  to  keep  the  economy 
growing  along  the  path  of  least  resistance  so  far  as  its  resource  require¬ 
ments  are  concerned.  If  the  various  offsets  to  increasing  scarcity  are  not 
fully  effective,  resources  can  be  obtained  by  digging  and  drilling  deeper, 
utilizing  lower  grade  deposits,  constructing  dams  and  better  waste  treat¬ 
ment  facilities,  and  other  measures  involving  higher  costs.  But  the  necessity 
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to  devote  more  labor  and  capital  to  these  tasks  would  constitute  a  drag  on  the 
economy,  tending  to  cancel  some  of  the  efforts  we  make  to  stimulate  growth. 
Indeed,  taking  the  economy  as  a  whole,  it  is  equivalent  to  a  decline  in 
productivity. 

The  Historical  Record 

A  rough  judgment  as  to  the  probable  consequences  of  continued  depletion 
of  resources  in  the  futurt'  can  be  derived  by  examining  the  record  of  the 
past.  The  long-term  trend  of  raw  materials  prices  relative  to  the  prices  of 
finished  products  is  a  useful,  though  by  no  means  ideal,  indicator  of  the 
effectiveness  of  the  offsets  to  natural  scarcity. 

Table  16. — Ratios  of  indexes  of  raw  materials  prices  to  index  of  finished  products  prices,  1900-57 


[1920-24-100] 


Period 

.\11  raw 
mate¬ 
rials  ‘  > 

Agri¬ 

cultural 

products 

Forest 

products 

M  Inerals 

Totiil » 

.Metals  • 

F  uels 

Con¬ 

struction 

materials 

Other 

non- 

metallic 

minerals 

Annu  U  average: 

1900-04 . 

94 

97 

70 

90 

1.30 

78 

92 

146 

1905-09 . 

96 

103 

77 

81 

139 

68 

79 

127 

1910-14 . 

103 

118 

74 

77 

124 

67 

73 

124 

1915-19 . 

108 

121 

74 

87 

76 

'  72 

124 

1920-24 . 

100 

100 

100 

100 

100 

100 

100 

1925-29 . 

112 

122 

94 

94 

112 

89 

103 

103 

1930-34 . 

88 

89 

93 

84 

103 

78 

107 

84 

1935-39 . 

102 

im 

109 

94 

131 

88 

100 

'< 

1940-44 . 

111 

120 

127 

88 

118 

81 

91 

86 

1945-49 . 

125 

134 

158 

93 

109 

92 

82 

93 

1950-54 . 

128 

128 

187 

105 

1,33 

103 

82 

105 

1955-57 . 

118 

108 

184 

111 

147 

107 

85 

130 

1957 . 

116 

105 

174 

111 

136 

110 

84 

123 

>  Excludes  fishery  and  wildlife  prtaiuefs,  for  which  adequate  price  data  are  not  available. 

>  Excludes  (told. 


Note.— Figures  for  earlier  years,  especially  prior  to  1915.  are  less  reliable  than  those  for  later  years. 
Annual  index  for  each  (troup  has  been  divided  by  the  over-all  finished  products  index. 

Source:  Department  of  Commerce  (b:i.sed  on  data,  including  finished  products  price  index,  to  he  pub¬ 
lished  by  the  Bureau  of  the  Census  in  the  forthcoming  reixirt.  Ram  Material  in  the  United  Statee  Economy, 
1900-57,  Working  Paper  No.  6). 


Table  16  shows  the  movements  of  price  indexes  for  all  raw  materials 
and  for  broad  subgroups,  relative  to  an  index  of  prices  of  finished  products. 
From  1900-04  to  1955-57 — the  last  period  for  which  data  arc  available — 
the  over-all  index  increased  by  25/2  percent,  an  average  rate  of  increase 
just  over  0.4  percent  per  year.  The  most  striking  feature  of  the  table,  how¬ 
ever,  is  not  this  slow  but  visible  trend  toward  increasing  costs  as  our  resource 
endowment  has  been  exploited  more  intensively  but  the  varying  patterns 
of  price  movement  shown  by  different  commodities  and  by  the  same  com¬ 
modity  at  different  times.  The  outstanding  example  of  a  strong  upward 
price  trend  is  forest  products.  Even  in  forestry,  however,  there  are  prelim- 
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inarv’  indications  that  productivity  gains  arc  beginning  to  offset  the  effects 
of  scarcity  on  prices.  The  index  for  all  minerals  has  risen  slightly  less  than 
that  for  all  raw  materials,  and  the  subgroups  of  the  minerals  index  show- 
divergent  movements.  A  considerably  larger  increase  in  the  minerals  index 
would  undoubtedly  have  occurred  if  the  opportunities  of  international  trade 
had  not  been  available.  This  is  particularly  true  of  the  metals  subgroup 
where  net  imports  accounted  for  44.8  percent  of  apparent  consumption  of 
metallic  ores  in  1957. 

4'he  index  for  agricultural  products  shows  the  effects  of  the  great  depres¬ 
sion,  the  second  World  War  and  its  aftennath,  and  the  accelerated  im¬ 
provement  of  agricultuiifl  productivity  in  the  1950’s.  'I'he  last  is  largely 
responsible  for  the  decline  of  the  over-all  index  from  its  1950-54  peak. 
It  is  reasonable  to  expect  that  improvements  in  agricultural  productivity 
will  continue  to  exert  a  substantial  downward  pressure  on  the  over-all 
index  in  the  future. 

Implications  for  Public  Policy 

'I'he  lessons  to  be  drawn  from  this  review  of  past  trends  are  these:  First, 
It  is  likely  that  increasing  resoun  e  scarcity  has  had  only  a  negligible  retarding 
effect  on  economic  growth  during  the  present  century.  Rising  real  costs 
of  obtaining  some  resources  have  b(‘cn  largely  compensated  by  declining 
costs  of  obtaining  others.  Second,  the  historical  record  does  not  indicate 
that  more  rapid  economic  growth  will  simply  result  in  our  “running  out 
of  resources”  more  quickly.  On  the  contrary,  past  investments  have  per¬ 
mitted  resources  to  be  extracted  moo-  efficiently  and  used  more  efficiently. 

Public  policy  has  contributed  to  this  success  by  limitation  of  economic 
waste,  the  dev-elopment  and  adoption  of  improved  methods  in  agriculture, 
forestry,  and  other  fields,  the  unified  development  of  river  valleys,  and  a 
variety  of  other  measures.  Finally,  the  opportunity  to  obtain  raw  materials 
from  abroad  has  been  important  in  the  past  and  will  be  increasingly  impor¬ 
tant  in  the  future. 

Preventing  resource  scarcity  from  being  a  drag  on  economic  growth  is 
by  no  means  the  only  objective  of  policy  in  this  field.  Particularly  for 
w'ater,  forest,  and  scenic  resources,  an  im|X)rtant  objective  is  the  provision 
of  aesthetic  and  recreational  benefits  which  are  not  reflected  in  aggregate 
measures  of  economic  activity  because  they  do  not  pass  through  the  market 
place.  The  difficulty  of  detennining  objective  standards  by  which  such 
benefits  can  be  weighed  is  obviously  not  a  valid  reason  for  neglecting  them. 

Water  Resources 

There  is  wide  agreement  that  one  of  the  most  serious  resource  problems 
facing  the  United  States  at  present  and  in  the  immediate  future  is  the 
development  of  water  resources.  The  use  of  water  has  been  increasing 
rapidly  as  a  result  of  piopulation  growth,  higher  living  standards,  increas¬ 
ing  urbanization,  rapid  growth  of  industries  that  arc  heavy  users  of  water, 
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increases  in  the  amount  of  land  under  irrigation,  and  other  factors.  In 
the  Eastern  United  States  and  the  Pacific  Northwest,  the  problem  pre¬ 
sented  by  these  trends  can  be  met  for  the  next  few’  decades  by  an  adequate 
and  appropriately  timed  program  of  investment  in  ( 1 )  multiple  purpose 
water  resource  development  which,  in  addition  to  other  benefits,  permits 
the  collection  and  storage  of  water  for  use  as  needed  and  (2)  facilities  for 
treatment  of  industrial  and  municipal  wastes.  In  some  of  the  dry'  regions 
of  the  West,  however,  the  opportunities  for  further  development  of  water 
resources  will  be  exhausted  within  the  next  two  decades.  Barring  major 
scientific  breakthroughs,  the  continued  economic  development  of  these 
regions  will  soon  come  to  depend  upon  how  effectively  an  almost  fixed  supply 
of  water  is  used  to  satisfy  the  most  important  of  the  various  industrial, 
agricultural,  and  municipal  needs  for  water. 

It  is  certain  that  additional  investment  to  increase  the  quantity  and  to 
improve  the  quality  of  the  supplies  of  water  will  be  a  major  part  of  any 
solution  to  the  problem.  Pollution  control,  in  particular,  will  requin*  major 
investment  expenditures  in  the  coming  decades.  The  enactment  last  year 
of  the  Administration’s  proposal  for  an  expanded  program  of  grants  under 
the  Federal  Water  Pollution  Control  Act  and  extension  of  Federal  authority 
to  seek  abatement  of  p)ollution  of  navigable  waters  were  imp>ortant  steps 
forward.  But  the  fact  that  water  resources  in  some  regions  of  the  country 
will  soon  be  close  to  fully  developed  calls  attention  to  a  consideration  that  is 
relevant  to  water  resources  policy  for  the  country  as  a  whole:  investment  in 
development  of  existing  water  supplies  is  not  a  complete  solution  to  the 
problem  of  water  scarcity,  nor  is  it  necessarily  the  economically  desirable 
solution  under  every  particular  set  of  circumstances.  A  variety  of  offsets 
to  increasing  scarcity  are  available  and  each  has  a  role  to  play.  In  particular, 
additional  research  and  development  in  methods  of  conserving  and  aug¬ 
menting  water  supplies,  including  desalinization,  weather  modification,  re¬ 
duction  of  evaporation  losses,  cheaper  and  more  effective  waste  treatment 
and  more  efficient  use  of  water  in  industry  and  agriculture  may  produce 
high  returns. 

Since  expensive  investments  must  be  undertaken  to  increase  the  quantity 
and  quality  of  water  supplies,  it  is  appropriate  that  the  costs  be  reflected  in 
prices  charged  industrial  and  agricultural  users.  To  treat  a  costly  commod¬ 
ity  as  if  it  were  free  only  encourages  excessive  use.  There  is  evidence  that 
significant  reductions  in  water  withdrawals  could  be  achieved  in  many  im¬ 
portant  water  using  activities  and  that  they  can  be  expected  to  occur  if 
proper  deterrents  are  provided.  The  burdens  of  scarcity  on  the  economy 
cannot  be  entirely  eliminated  by  using  scarce  capital  to  augment  the  supply 
of  scarce  water.  But  the  burden  can  be  minimized  by  a  proper  balance 
between  investments  in  increased  supply  on  the  one  hand,  and  price 
increases  to  eliminate  inefficient  use  on  the  other. 
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Agricultural  Land 

The  problem  of  agricultural  land  stands  in  sharp  contrast  to  the  problem 
of  water  resources.  Whereas  in  the  latter  the  problems  requiring  attention 
are  those  posed  by  increasing  scarcity,  in  the  fonncr  they  arc  problems  of 
adjusting  to  abundance. 

Agriculture  is  the  major  source  of  downward  pressure  on  the  price  index 
for  all  raw  materials,  and  land  is  in  ample  supply.  There  are  approximately 
640  million  acres  of  land  suitable  for  cultivation  in  the  United  States  at 
present,  but  only  about  4.50  million  are  actually  used  for  crops  or  pasture. 
Present  indications  arc  that  only  slightly  more  than  400  million  acres  of 
cropland  (including  cropland  pastured  and  idle)  will  be  in  use  by  1980 
to  produce  agricultural  products. 

The  major  land  resource  investments  required  during  the  next  several 
decades  will,  therefore,  involve  the  conservation  and  protection  of  remaining 
farmland  and  the  transfer  of  land  to  nonagricultural  use  rather  than 
bringing  more  land  into  agricultural  production.  There  are  currently 
close  to  70  million  acres  of  land  used  for  cropland  which  are  subject  to 
severe  erosion  hazard  or  otherwise  not  suitable  for  cultivation  over  the 
long  run.  Much  of  this  land  could  be  transferred  to  provide  products  or 
serv'iccs,  such  as  forestry  and  recreation,  for  which  the  demand  is  rising. 
.At  the  same  time,  about  17  million  of  the  240  million  acn“s  of  good  land 
now  in  pasture  or  forest  could  be  converted  to  cropland. 

The  Department  of  Agriculture  currently  has  plans  for  a  long-range  land 
use  adjustment  program.  This  program  has  three  major  facets:  transfer 
of  cropland  to  grass;  transfer  of  cropland  to  forest;  and  greater  emphasis  on 
wildlife  and  recreational  development  in  the  small  watershed  programs. 
As  the  program  develops,  it  will  be  possible  for  supply  management  to  place 
less  emphasis  on  temporary  diversion  of  acreage  from  the  production  of 
specific  crops. 

The  present  problems  of  U.S.  agriculture,  which  reflect  in  part  the  fact 
that  the  pace  of  technological  progress  in  ag^riculture  exceeds  the  rate  of 
growth  in  demand  for  farm  products,  should  not  blind  us  to  the  important 
lessons  to  be  drawn  from  the  record.  When  strong  policy  measures  are 
taken  well  in  advance,  technological  progress  affords  an  escape  from  increas¬ 
ing  scarcity.  Indeed,  it  is  technology  that  largely  determines  which  por¬ 
tions  of  the  environment  are  regarded  as  resources  and  which  are  not. 
Research  not  only  makes  possible  the  more  effective  use  of  existing  resources, 
as  in  the  case  of  agriculture,  but  may  create  important  new  ones.  The 
record  of  agriculture  also  illustrates,  however,  the  long  lag  between  the 
decision  to  act  and  the  appearance  of  the  benefits.  Careful  and  continuing 
analysis  of  present  and  future  resource  needs,  coupled  with  readiness  to  act 
when  the  indications  of  potential  difficulties  become  persuasive,  is  the  best 
hope  for  success  in  meeting  the  resource  requirements  of  rapid  economic 
growth. 
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Investment  in  Pitblic  Services 


Accelerated  economic  growth  will  require  increased  public  investment, 
just  as  it  will  require  increased  private  investment.  Without  additional 
plant  and  equipment,  governments  at  all  levels  will  be  unable  to  meet  the 
increased  demands  for  public  serxices  that  arise  both  as  a  consec|uence  of 
measures  taken  to  stimulate  growth  and  as  a  consequence  of  growth  itself. 
If  a  high  and  rising  educational  level  of  the  labor  force  is  sought  as  a  means 
to  speed  economic  growth,  additional  investment  in  school  and  college  build¬ 
ings,  furnishings,  and  laborator\-  equipment  will  be  required.  Demands  for 
transportation  of  both  people  and  goods  will  increase  as  a  result  of  economic 
growth;  meeting  these  demands  will  require  additional  investment  in  urban 
public  transjxirtation  systems,  airports,  roads  and  highways. 

Failure  to  make  adequate  investments  in  the  physical  basis  of  public 
services  inevitably  retards  economic  growth.  In  some  cases,  the  connec¬ 
tion  is  fairly  easy  to  trace;  inadequate  investment  in  highways  will  bring  an 
increase  in  congestion,  with  consequent  declines  in  the  productivity  of  trucks 
and  truck  drivers,  and  rising  transportation  costs.  In  other  ca.ses,  the 
process  by  which  a  shortage  of  basic  public  services  tends  to  retard  the 
growth  of  output  is  less  obvious,  but  no  less  real ;  education  is  an  important 
example.  As  has  been  noted  above,  an  inadequate  effort  to  solve  the 
water  pollution  problem  will  be  paid  for  in  higher  costs  of  obtaining  water 
of  adequate  quality — unless  it  is  paid  for  by  a  decline  in  the  health  of  the 
population  and  decreased  productivity  in  water-using  industrial  processes. 
Inadequacy  of  public  services  also  has  effects  on  economic  welfare  that  arc 
not  reflected  in  aggregate  economic  statistics.  Commuters  are  well  aware 
of  the  sacrifice  of  time  that  results  from  inadequate  urban  transportation 
systems.  The  sacrifice  of  recreational  opf)ortunities  resulting  from  failure 
to  make  sufficient  provisions  for  public  parks  as  cities  expand  is  another 
example. 

The  task  of  meeting  the  transportation,  recreation,  education,  housing, 
and  other  needs  of  growing  metropolitan  areas  poses  a  major  challenge 
to  our  existing  forms  of  jDolitical  organization  at  the  State  and  local  level. 
Public  facilities  serving  the  needs  of  individual  political  jurisdictions 
within  an  urban  area  are  often  less  efficient  than  they  would  be  if  they 
had  been  designed  for  all,  or  a  large  part,  of  the  area.  For  example,  lack 
of  effective  and  well  coordinated  land  use  planning  and  zoning  regula¬ 
tion  has  resulted  in  locational  patterns  of  residential,  commercial,  and 
industrial  developments  that  intensify  transportation  problems.  Improved 
planning  and  coordination  can  increase  the  efficiency  of  public  services  and 
make  cities  better  places  in  which  to  live.  Progress  can  be  achieved  through 
continued  Federal  assistance  to  States  and  local  bodies  for  the  planning  of 
urban  area  development,  comprehensive  urban  lenewal  programs  within 
cities,  public  improvement  programs,  and  specific  public  improvements. 
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Although  the  Federal  Government  is  making  an  important  contribution 
to  the  solution  of  problems  whose  significance  extends  beyond  the  boundaries 
of  political  units  at  lower  levels,  it  must  be  remembered  that  civil  govern¬ 
ment  is  basically  a  State  and  local  responsibility.  About  80  percent  of 
spending  for  civil  government  in  1960 — for  education,  highways,  water 
supply,  sanitation,  public  health,  police  and  fire  protection,  etc. — actually 
took  place  at  the  State  and  local  level,  with  only  about  15  percent  of  these 
local  expenditures  financed  by  Federal  aid.  State  and  local  governments 
account  for  more  than  70  percent  of  public  civilian  employment  and  for 
two-thirds  of  nonmilitar\'  government  payrolls.  Their  activities  are  a  major 
factor  in  the  economy. 

As  a  Nation,  we  have  surely  not  erred  on  the  side  of  excessive  public  in¬ 
vestment  in  recent  years.  Major  sources  of  demand  for  public  services  have 
expanded  sharply:  for  example,  the  number  of  automobiles  and  trucks  has 
grown  more  rapidly  than  GNP,  and  the  extent  of  urbanization  has  increased. 
Nevertheless,  new  nondefense  public  construction  as  a  fraction  of  GNP 
was  essentially  unchanged  in  the  1950’s  from  its  level  in  the  1920’s.  It  must 
also  be  noted  that  a  substantial  backlog  of  unsatisfied  needs  for  schools, 
highways,  and  other  public  facilities  was  carried  over  into  the  decade  of 
the  1950’s  from  the  second  World  War — probably  a  much  greater  backlog 
than  was  carried  into  the  1920’s  from  the  first. 

Although  these  historical  comparisons  throw  an  interesting  light  on  the 
changing  role  of  the  public  sector  in  the  U.S.  economy,  they  do  not  provide 
firm  standards  for  the  future  division  of  responsibility  between  the  public 
and  private  sectors.  That  issue  cannot  be  settled  by  the  invocation  of 
historical  ratios  any  more  than  it  should  be  settled  by  abstract  argument. 
If  our  economy  is  to  use  its  productive  resources  in  reasonable  accordance 
with  a  consensus  as  to  national  priorities,  we  must  face  the  question  of 
public  versus  private  expenditures  pragmatically,  in  terms  of  intrinsic  merits 
and  costs,  not  in  terms  of  fixed  preconceptions. 

Investment  in  Housing 

The  higher  standard  of  living  made  possible  by  economic  growth  results 
from  increased  output  of  a  wide  variety  of  goods  and  services.  Among 
these  is  one  item  which,  by  virtue  of  its  economic  imp)ortance,  its  great 
influence  on  the  general  quality  of  life,  and  the  unique  character  of  the 
capital  investment  required  to  expand  its  supply,  deserves  special  attention 
in  a  discussion  of  economic  growth.  This  item  is  housing. 

The  value  of  the  curnmt  services  supplied  by  the  Nation’s  residential 
structures — the  total  of  rents  paid  plus  the  imputed  rental  value  of  owner- 
occupied  dwellings — accounted  for  13.1  lercent  of  personal  consumption 
expenditures  in  1961,  or  8.5  percent  of  GNP.  .Another  4.1  percent  of 
GNP  was  accounted  for  by  residential  nonfarm  construction — the  total 
expenditures  on  replacing,  improving,  and  adding  to  the  nonfarm  portion 
of  the  stock  of  residential  structures.  That  stock  itself  represents  roughly 
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one-fourth  of  our  national  wealth,  about  twice  the  share  accounted  for  by 
producers’  durable  equipment. 

These  figures  are,  in  part,  a  statistical  image  of  the  importance  of  the 
basic  human  need  for  shelter.  To  a  greater  extent,  however,  they  reflect 
the  fact  that  better  housing  is  among  the  most  important  benefits  that 
economic  progress  can  confer.  A  dwelling  that  provides  adequate  pro¬ 
tection  against  the  elements  may  nevertheless  be  a  serious  hazard  to  the 
mental  and  physical  health  of  its  occupants,  if  it  is  overcrowded,  lacking  in 
hot  and  cold  running  water  or  plumbing  facilities,  or  structurally  unsound. 
A  better  home  provides  a  healthier,  safer,  and  more  comfo;  table  living 
environment;  it  affords  greater  opportunities  for  recreation,  aesthetic  enjoy¬ 
ment,  and  p>eace  and  quiet. 

Few,  if  any,  Americans  actually  lack  a  roof  over  their  heads.  But  about 
one-fifth  of  the  Nation’s  housing  units  are  classified  as  “dilapidated”  or 
else  lack  one  or  more  of  the  basic  plumbing  facilities.  Like  the  poverty 
that  it  reflects,  substandard  housing  is  a  burden  borne  to  a  disproportionate 
extent  by  a  few  groups  in  the  society;  the  aged,  the  nonwhite,  the  poorly 
educated,  and  families  without  a  male  breadwinner.  The  burden  is  per¬ 
haps  most  regrettable  when  it  renders  ineffective  the  measures  society  takes 
to  promote  equality  of  opportunity.  The  child  who  has  no  decent  place 
in  which  to  study  can  hardly  take  full  advantage  of  the  free  education 
that  is  provided  to  him. 

The  elimination  of  substandard  housing  and  the  provision  of  a  decent 
home  in  a  suitable  environment  for  all  American  families  is  an  important 
objective  of  public  policy  in  the  housing  field.  The  public  interest  has 
been  deemed  to  extend  also  to  the  promotion  of  home  ownership.  Through 
the  mortgage  insurance  and  mortgage  guaranty  operations  of  the  Federal 
Housing  Administration  (FHA)  and  the  Veterans  Administration  (VA) 
and  the  secondary  market  operations  of  the  Federal  National  Mortgage 
Association  (FNMA),  the  Government  facilitates  homebuilding  and  the 
flow  of  private  capital  into  home  loans  by  providing  insurance  against  the 
risk  of  default  and  making  mortgage  loans  a  more  liquid  investment  for 
financial  institutions.  In  addition,  FNMA  assists  in  the  financing  of  certain 
special  types  of  home  mortgages,  as  authorized  by  the  Congress  and  directed 
by  the  President.  Public  housing  amounted  to  just  over  3  percent  of  all 
nonfarm  housing  starts  between  1947  and  1960. 

These  various  activities  played  a  major  role  in  the  substantial  progress 
toward  better  housing  for  the  Nation  that  was  made  during  the  1950’s. 
Whereas  in  1950,  55.0  percent  of  occupied  housing  units  were  owner- 
occupied,  61.9  percent  were  owner-occupied  in  1960.  Nonfarm  housing 
starts  exceeded  the  increase  in  the  number  of  nonfarm  households  by  roughly 
25  percent  for  the  decade,  providing  a  margin  for  replacement  of  housing 
units  demolished  by  public  and  private  improvement  programs,  for  improve¬ 
ment  of  average  quality,  and  to  accommodate  housing  needs  arising  from 
migration  and  mobility  of  the  American  people.  In  recent  years,  about 
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30  percent  of  sales  of  new  nonfami  housing  units  have  been  under  the 
FHA  or  VA  programs. 

A  sharp  rise  in  the  rate  of  household  formation  will  occur  in  the  latter 
part  of  this  decade,  reflecting  the  high  birth  rates  of  the  middle  and  late 
1940’s.  It  is  all  the  more  important,  therefore,  that  substantial  progress 
in  improving  the  average  (|uality  of  the  Nation’s  housing  be  made  in  the 
early  part  of  the  decade,  when  the  need  to  increase  its  quantity  will  be  less 
urgent.  The  enactment  in  the  last  session  of  Congress  of  the  Administra¬ 
tion-sponsored  Housing  Act  of  1961  was  a  major  step  toward  meeting  the 
Nation’s  housing  needs.  In  addition  to  extending  and  expanding  existing 
programs  for  public  housing,  housing  for  the  elderly,  college  housing,  and 
farm  housing,  the  Act  provides  for  major  new  programs  of  FHA-insured 
loans  to  finance  construction  and  rehabilitation  of  housing  for  moderate 
income  families,  and  long-term  FHA-insured  home  repair  loans.  These 
new  types  of  loans  are  eligible  for  purchase  by  FNMA.  Other  important 
provisions  make  Federal  assistance  available  to  States  and  localities  for 
various  measures  in  the  field  of  urban  affairs,  including  planning,  loans, 
and  demon-stration  grants  for  mass  transportation  projects,  and  acquisition 
of  land  for  permanent  open-space  uses,  such  as  parks.  Additional  funds 
were  authorized  to  finance  the  construction  of  community  facilities. 
Finally,  a  series  of  provisions  make  additional  assistance  available  for  house¬ 
holds  and  businesses  displaced  by  urban  renew-al  programs  or  other  govern¬ 
ment  actions. 

Rapid  economic  growth  should  bring  the  national  goal  of  decent  housing 
and  a  suitable  living  environment  for  every  American  family  well  within 
reach  during  the  present  decade.  Estimates  prepared  for  the  Council  of 
Economic  Advisers  by  the  Housing  and  Home  Finance  Agency  indicate 
that  no  American  households  need  occupy  a  dilapidated  structure  by  1970. 
This  could  be  achieved  with  about  the  present  ratio  of  residential  con¬ 
struction  cxf>enditures  to  GNP — provided  that  GNP  itself  grows  at  approxi¬ 
mately  the  rate  discussed  earlier  in  this  chapter.  This  estimate  includes  an 
allowance  for  expenditures  on  additions  and  alterations  based  on  extrapola¬ 
tion  of  the  19.50-60  trend,  but  this  allowance  is  probably  not  adequate  to 
make  possible  the  elimination  of  housing  that  is  deficient  for  reasons  other 
than  dilapidation.  It  is  clear,  however,  that  the  virtually  complete  elim¬ 
ination  of  deficient  housing  is  by  no  means  an  unrealistic  objective  in  a 
context  of  rapid  economic  growth. 

Construction  costs  have  risen  more  rapidly  than  broad  price  indexes  in 
recent  years.  For  example,  while  the  all-inclusive  price  index  for  GNP  rose 
by  40  percent  between  1947  and  1961,  the  subindex  for  nonfarm  residential 
construction  rose  by  50  percent.  If  this  were  to  continue,  it  would  mean 
that  the  share  of  current-price  GNP  devoted  to  the  building  of  houses  must 
rise  if  the  proportion  of  real  output  going  into  housing  investment  is  not  to 
fall.  There  is  a  need  to  identify  artificial  barriers  to  technological  progress 
and  to  efficient  allocation  of  resources  in  the  construction  industry.  Their 


reduction  or  removal  can  make  a  significant  contribution  to  growth  in  this 
important  sector  of  the  economy. 


Conclusion 

This  Chapter  began  with  the  obser\  ation  that  sustained  long-run  growth 
of  potential  supply  is  both  difficult  to  achieve  and  pointless  of  achievement 
unless  the  growth  of  demand  keeps  pace.  Capacity  to  produce  is  not  an 
end  in  itself,  but  an  instrument  for  the  satisfaction  of  needs  and  the  dis¬ 
charge  of  responsibilities.  The  needs  will  go  unfilled  and  the  responsi¬ 
bilities  unmet  to  the  extent  that  growing  productive  power  runs  to  waste 
in  idle  machines  and  unemployed  men. 

Here  the  objectives  of  stabilization  policy  and  growth  policy  coalesce. 
The  mandate  of  the  Emplo\inent  .\ct  renews  itself  perpetually  as  maximum 
levels  of  production,  employment  and  purchasing  power  rise  through  time. 
The  weapons  of  stabilization  policy — the  budget,  the  tax  system,  control  of 
the  supply  of  money  and  credit — must  be  aimed  anew,  for  their  target  is 
moving.  In  particular,  as  Part  II  of  Chapter  1  explains,  with  given 
expenditures  and  given  tax  rates,  the  Federal  budget  surplus  at  full  employ¬ 
ment  grows  with  the  economy.  If  it  grows  too  rapidly,  it  can  become  an 
obstacle  to  full  employment,  to  healthy  economic  growth,  indeed  to  its 
own  realization.  If  it  grows  too  slowly,  it  can  contribute  to  inflationary’ 
pressure. 

Some  surplus  at  full  employment  may  be  desirable,  to  help  to  finance  the 
formation  of  capital.  How  large  it  should  be  depends  on  the  size  of  the 
investment  program  required  by  the  economy,  on  the  freely  made  saving 
decisions  of  families  and  business  firms,  and  on  the  level  of  government 
expenditures.  It  is  the  function  of  monetary  policy,  the  tax  system,  and 
transfer  payments  to  help  to  generate  demand  for  the  investment  needed 
for  economic  growth.  It  is  the  function  of  over-all  fiscal  policy  to  insure 
that  investment  demand  is  matched,  at  full  employment,  by  an  equivalent 
volume  of  private  and  public  saving. 

The  course  of  the  budget  surplus  at  full  employment  depends  on  the 
growth  of  the  national  income,  the  responsiveness  of  tax  revenues  to  a 
rising  tax  base,  and  the  changing  level  of  Federal  outlays.  Even  if  Federal 
expenditures  remain  a  constant  proportion  of  GNP,  as  they  have  in  recent 
years,  the  surplus  at  full  employment  will  grow  slightly  because  the  pro¬ 
gressive  character  of  the  tax  system  causes  revenues  to  rise  relative  to  GNP. 
If  expenditures  remain  constant,  or  nearly  so,  the  full  employment  surplus 
will  grow  much  more  rapidly. 

As  the  economy  returns  to  the  full  employment  track,  the  full  employ¬ 
ment  surplus  will  need  to  be  kept  from  growing  indefinitely,  and  perhaps 
to  be  reduced.  The  choice — or  rather  the  division,  for  it  is  unlikely  to  be 
an  “either-or”  matter — is  between  reductions  in  tax  receipts  and  increases 
in  government  expenditures,  whether  Federal,  State  or  local.  A  pragmatic 
decision  will  almost  certainly  involve  both.  It  is  unlikely  that  the  most 
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urcfcnt  unmet  needs  of  the  population  will  lie  all  in  the  area  of  private 
consumption  or  all  in  the  areas  traditionally  allotted  to  public  consumption 
and  investment.  Undoubtedly  much  of  the  reduction  in  the  full  employ¬ 
ment  surplus  should  be  channeled  directly  to  private  purchasing  power, 
just  as  most,  by  far,  of  present  consumption  spending  is  in  private  hands. 
The  choice  of  a  balance  between  public  and  private  expenditures  is  an 
important  choice  for  society.  It  should  be  made  consciously  through  the 
normal  democratic  processes.  And  it  should  b<'  made  by  weighing  the 
urgency  of  alternative  uses  of  resources,  rather  than  by  appeal  to  simple 
slogans  on  one  side  or  the  other. 

The  concern  of  this  chapter  has  been  the  source  of  rising  productive 
potential  and  the  policies  that  can  strengthen  them.  Granted  continued 
prosperity,  we  can  have  slower  growth  or  faster  growth.  There  is  substitu¬ 
tion  between  the  comjxisition  of  output  in  the  present  and  the  level  of  output 
in  the  future.  Just  as  a  single  individual  can  increase  his  consumption  pos¬ 
sibilities  in  the  future  by  present  saving,  so  can  a  whole  society  provide  more 
fully  for  its  future  by  using  present  resources  for  acts  of  investment  in  the 
broadest  sense.  No  absolute  reduction  in  current  consumption  need  occur; 
it  is  only  necessary  that  consumption  grow  less  rapidly  than  total  output  for 
a  time.  Indeed,  future  levels  of  consumption  will  be  higher  than  they  could 
otherwise  be — the  cost  is  primarily  in  postponement.  Happily,  for  an  ad¬ 
vanced  society  like  ours,  much  of  what  is  described  from  this  point  of  view 
as  investment  can  also  be  seen  as  present  enjoyment  of  some  of  the  delights 
of  civilization:  widespread  education,  good  health,  and  the  search  for 
knowledge. 
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Chapter  3 

The  Balance  of  International  Payments 

The  RECOX'ERY  and  growth  of  the  U.S.  economy  are  not  im¬ 
portant  for  the  United  States  alone.  On  the  vigor  of  our  economy 
depend  in  large  measure  the  strength  and  stamina  of  the  free  world  and 
the  standing  of  freedom  in  the  minds  of  men  everywhere.  Leadership  in 
the  world  requires  the  support  of  a  growing  and  dynamic  domestic  economy, 
using  to  the  full  its  vast  productive  capacity.  The  other  nations  of  the 
free  world  rely  heavily  on  the  United  States  as  a  market  for  their  products 
and  as  a  source  of  capital  and  technology  for  their  economic  growth.  The 
United  States  has  taken  the  lead  in  meeting  the  responsibilities  of  the  ad¬ 
vanced  countries  to  foster  the  economic  development  of  the  low-income 
nations.  The  less  developed  cquntries  need  both  public  and  private  invest¬ 
ment  capital;  they  need  full  opportunity  to  sell  their  products  in  world 
markets  in  order  to  earn  the  industrial  imports  that  their  development  pro¬ 
grams  require;  and  they  need  a  democratic  alternative  to  the  communist 
prescription  for  economic  development. 

The  U.S.  balance  of  international  payments  is  the  outcome  of  countless 
separate  transactions  by  governments,  private  businesses,  and  individuals. 
The  obligations  of  world  leadership  entail  large  government  outlays 
abroad.  U.S.  business  firms  and  consumers  pay  out  billions  of  dollars  for 
foreign  goods  and  services.  U.S.  corporations,  financial  institutions,  and  in¬ 
dividuals  acquire  properties,  buy  securities,  and  lend  money  abroad.  The 
United  States  is  one  of  a  very  few  countries  with  a  long  standing  policy 
permitting  residents  and  foreigners  complete  freedom  to  make  payments 
abroad  in  its  currency.  For  many  years,  the  United  States  had  little  reason 
to  be  concerned  whether  all  these  payments  were  covered  by  correspond¬ 
ing  receipts  from  abroad.  Foreign  demands  for  U.S.  goods  and  services 
were  large;  the  dollar  was,  and  still  is,  a  ticket  of  entry  to  the  world’s 
largest  and  most  diversified  market.  In  some  periods,  the  surplus  of  re¬ 
ceipts  was  so  large  that  the  United  States  took  actions  to  moderate  its 
effects  both  at  home  and  abroad.  And  if  international  payments  hap- 
fiened  to  exceed  receipts  in  any  year,  foreigners  were  willing  to  hold  most 
of  the  dollars  they  acquired;  only  a  small  part  of  the  deficit  had  to  be  met 
from  our  large  gold  reserves. 

Recently,  persistent  payments  deficits  and  gold  losses  have  made  it  neces¬ 
sary  for  the  U.S.  Government  to  give  greater  attention  to  the  net  financial 
outcome  of  its  transactions,  and  those  of  its  citizens,  with  the  rest  of  the 
world.  Payments  need  not  and  should  not  be  directly  controlled,  but  the 
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balance  must  be  under  control.  Many  private  international  transactions 
depend  in  larpe  part  on  economic  circumstances  at  home.  Consequently, 
domestic  economic  policy  must  be  framed  with  an  eye  to  the  balance  of 
payments.  Action  to  safetpjard  the  international  position  of  the  dollar  is 
today  an  essential  part  of  policy  for  full  employment  and  growth. 

The  policies  adopted  in  1961  to  strengthen  the  balance  of  payments 
are  already  beginning  to  take  effect.  The  deheit  in  the  international  pay¬ 
ments  of  the  United  States,  which  had  averaged  $3.7  billion  annually  in 
each  of  the  thrtx*  preceding  years,  was  less  than  $2..'>  billion  in  1961, 
according  to  preliminary  estimates.  Gold  reserves  declined  by  less  than 
$0.9  billion  in  1961,  compared  with  $1.7  billion  in  1960.  The  full  effects 
of  measures  under  way  and  proposed  will  in  time  restore  a  sustainable 
balance  in  U.S.  transactions  with  the  rest  of  the  world. 

This  chapter  examines  6rst  the  background  for  policies  to  improve  the 
balance  of  payments  and  safeguard  the  position  of  the  dollar:  the  general 
objectives  which  guide  U.S.  international  economic  and  Bnancial  policies; 
the  trading,  investing,  and  international  banking  functions  of  the  United 
States  and  their  interrelations;  and  recent  changes  in  the  world  economy 
affecting  the  U.S.  balance  of  payments.  In  the  6nal  sections  of  the 
chapter,  policies  that  are  under  way  and  proposed  are  discussed:  measures 
to  balance  the  basic  international  accounts;  measures  to  limit  disruptive 
flows  of  short-term  capital;  and  measures  to  strengthen  the  international 
monetary  system. 

The  United  States  in  the  World  Economy 

Objectives  of  U.S.  Foreis^n  Economic  Policy 

A  basic  objective  of  U.S.  policy  is  to  provide  an  economic  environment 
in  which  the  people  of  the  United  States  and  of  all  nations  can  steadily 
raise  their  standards  of  living.  Economic  growth  at  home  will  support, 
and  will  be  supported  by,  progress  and  development  abroad,  provided  that 
international  cooperation  and  commerce  distribute  eouitably  and  efficiently 
the  fruits  of  productive  specialization  among  all  free  nations.  In¬ 
ternational  financial  arrangements  and  policies  are  means  to  this  funda¬ 
mental  end.  A  stable  and  efficient  svstem  of  international  pavments  is 
essential  to  facilitate  desirable  international  flows  of  coods,  services,  and 
capital.  The  dollar  has  become  the  principal  international  currency,  and 
the  stabilitv  of  the  dollar  is  the  foundation  of  the  international  pavments 
system  which  has  evolved  since  the  war.  For  this  reason,  the  President 
has  declared  that  the  present  gold  value  of  the  dollar  will  be  maintained. 
To  safeguard  the  stability  of  the  dollar,  the  United  States  is  determined 
to  improve  its  balance  of  international  pavments. 

Postwar  progress.  U.S.  foreign  economic  poliev  since  the  war  has  sought 
to  build  an  international  economic  environment  in  which  coods.  services,  and 
capital  flow  freely  across  national  boundaries.  This  policy  has  been  based  on 
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the  conviction  that  a  free  exchange  of  products  and  capital  in  world¬ 
wide  markets  will  raise  standards  of  living  both  in  the  United  States  and  in 
the  rest  of  the  world.  The  example  of  the  vast  continental  market  of 
the  United  States  attests  to  the  economic  gains  afforded  by  geographical 
specialization  and  exchange  and  by  the  mobilization  of  savings  in  one  region 
to  finance  productive  investment  opportunities  in  another.  Without  this 
huge  internal  market,  unhampered  by  trade  restrictions  between  States, 
American  standards  of  living  could  not  have  risen  to  their  present  heights. 
Throughout  the  world,  similarly  dramatic  gains  can  be  achieved  by 
international  specialization  and  trade. 

The  framework  of  international  economic  cooperation  in  the  free  world 
today,  especially  among  the  industrial  countries,  represents  a  notable 
achievement.  The  great  depression  and  the  war  left  a  legacy  of  national 
restrictions  on  movements  of  goods  and  capital — e.xchange  controls,  (juanti- 
tative  restrictions  on  imports,  bilateral  clearing  and  trading  arrangements, 
discrimination  against  dollar  goods.  Since  the  war,  the  countries  of  the 
free  world  have  been  engaged  in  clearing  away  this  restrictive  legacy.  Even 
before  the  war  ended,  the  foundations  were  laid  for  the  International 
Monetary  Fund,  the  International  Bank  for  Reconstruction  and  Develop¬ 
ment.  and  the  General  Agreement  on  Tariffs  and  I'rade.  The  United 
States  provided  aid  and  leadership  in  European  economic  reconstruction  and 
trade  liberalization  through  the  Marshall  Plan  and  through  association 
W’ith  the  Organization  for  European  Economic  Cooperation.  Substantial 
progress  has  been  made  toward  a  world  of  currencies  convertible  at  fixed 
exchange  rates  and  toward  freedom  from  direct  and  discriminatory  con¬ 
trols  over  trade  and  payments.  Progress  has  also  been  made,  though  less 
rapidly,  toward  a  world  of  lower  tariff  barriers;  here  is  an  opportunity  for 
a  major  step  forw  ard. 

Expanding  trade:  a  new  program.  Foreign  trade  is  not  so  vital  to  the 
United  States  as  it  is  to  most  other  countries.  But  the  contributions  of  trade 
to  our  domestic  welfare  are  nonetheless  real  and  important.  Net  foreign 
purchases  of  our  products  contribute  to  output,  employment,  and  economic 
growth  in  the  United  States.  More  significant,  the  opportunity  to  sell  our 
products  abroad  in  exchange  for  foreign  goods  enables  us  to  sjx'cialize  the 
structure  of  our  production  and  to  diversify  the  patterns  of  our  consumption. 
By  specializing  in  the  production  and  export  of  goods  in  which  the  United 
States  is  unexcelled,  Americans  are  enabled  to  import  goods  which  would  be 
impossible  or  costly  to  produce  at  home.  Foreign  trade  raises  living 
standards  by  widening  the  choice  of  goods  available  to  the  American 
consumer  and  by  providing  him  with  some  goods  and  services  at  lower  prices. 

As  other  countries  have  recovered  from  the  devastation  of  war  and  have 
rebuilt  and  modernized  their  productive  capacity,  they  have  become  in¬ 
creasingly  vigorous  competitors  of  the  United  States  in  world  markets.  The 
most  notable  new  source  of  competition  is  the  European  Economic  Com¬ 
munity,  or  Common  Market,  which  now  includes  France,  Germany,  Italy, 
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B*‘l,G[ium,  Holland,  and  Luxcmboure;,  and  which  shortly  may  include  the 
United  Kinc^dom  and  several  other  European  countries.  Members  of  the 
Common  Market  are  committed  to  the  rapid  elimination  of  tariffs  among 
themselves  and  the  establishment  of  a  common  external  tariff  on  imports 
from  the  rest  of  the  world. 

Still  in  its  formative  years,  the  Common  Market  has  imparted  amazing 
vitality  to  the  economies  of  its  members.  U.S.  exports  to  Western  Europe 
have  risen  sharply  in  response  to  the  rapid  economic  growth  within  the 
Common  Market  countries.  We  cannot  be  sure  that  this  rise  in  exports 
will  continue  unless  we  can  negotiate  substantial  reductions  of  the  Common 
Market’s  external  tariff.  The  evolution  and  enlargement  of  the  Common 
Market  inevitably  increases  tariff  discrimination  against  U.S.  exports;  we 
must  compete  over  this  tariff  barrier  while  members  of  the  Common  Mar¬ 
ket  have  steadily  freer  access  to  each  other’s  markets. 

The  Administration  is  therefore  proposing  to  the  Congress  a  major  re¬ 
vision  in  foreign  trade  policy.  The  President’s  current  authority  to  negotiate 
tariff  reductions  has  been  virtually  exhausted.  For  the  first  time  since  the 
original  Trade  .Agreements  Act  was  passed  in  1934,  Congress  is  being  asked 
to  equip  the  President  with  new  kinds  of  bargaining  instruments  for  negotiat¬ 
ing  with  the  Common  Market.  We  must  assure  access  of  the  products  of  our 
fanns  and  factories  to  the  world’s  largest  market  outside  our  own.  Successful 
negotiations  will  make  possible  increasing  specialization  of  production  in 
both  .Atlantic  markets.  It  will  also  make  it  p)ossible  to  offer  the  free  nations 
of  other  continents  greater  access  to  markets  on  both  sides  of  the  Atlantic. 

Safeguarding  the  dollar.  A  stable  and  efficient  system  of  international 
payments  is  an  integral  part  of  the  liberal  international  economic  environ¬ 
ment  toward  which  the  free  world  has  been  moving.  Uncertainties  about 
the  value  and  convertibility  of  the  proct'eds  of  international  transactions 
disrupt  movements  of  goods,  ser\  ices,  and  capital  between  nations.  Con¬ 
vertible  currencies  and  stable  exchange  rates  as  envisaged  in  the  Bretton 
Woods  agreements  provide  assurance  of  the  value  of  international  claims 
acquired  by  trade  or  investment. 

The  United  States  performs  a  special  world  banking  function  in  the  present 
international  payments  system.  The  dollar,  alone  with  the  pound  sterling 
among  national  currencies,  has  come  to  be  used  as  a  major  international 
currency  by  the  free  world.  Private  traders,  banks,  and  governments  have 
chosen  to  use  dollars  both  as  a  means  of  payment  and  as  a  store  of  value. 
Foreign  countries  hold  liquid  dollar  balances,  acquired  in  international 
transactions,  in  much  the  same  way  that  individual  depositors  hold  balances 
in  commercial  banks.  Foreign  governments  and  central  banks  accept 
dollars  as  a  partial  substitute  for  gold  in  their  international  reserves  because 
the  dollar  is  an  international  currency  and  because  the  policy  of  the  U.S. 
Treasury  is  to  sell  gold  on  demand  to  foreign  governments  and  monetary 
authorities  at  a  fixed  price.  The  dollar  became  a  “reserve  currency” 
without  any  conscious  international  decision  to  establish  a  payments  system 
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based  on  key  national  currencies.  Use  of  the  dollar  as  a  reserve  currency 
has  met  growing  needs  for  international  reserves  and  economized  the 
limited  and  slowly  growing  supply  of  gold. 

Foreign  central  banks  and  governments  hold  as  part  of  their  international 
reserves  $11  billion  of  short-term  dollar  obligations,  which  can  be  used 
to  purchase  gold  from  the  United  States.  In  addition,  foreign  private 
short-term  dollar  holdings  amount  to  $8  billion.  W  henever  dollars  held  by 
foreign  private  banks  or  individuals,  or  dollars  held  by  U.S.  residents  them¬ 
selves,  are  sold  to  foreign  central  banks  for  other  currencies,  they  become 
potential  claims  on  our  gold  stock. 

Because  of  the  strategic  role  of  the  dollar,  maintenance  of  its  established 
gold  value  is  essential  to  the  stability  and  efficiency  of  the  present  system 
of  international  payments.  Accordingly,  when  the  President  pledged  that 
the  gold  value  of  the  dollar  would  be  maintained,  he  stated  that  “the  full 
strength  of  our  total  gold  stock  and  other  international  reserves  stands 
behind  the  value  of  the  dollar  for  use  if  needed.”  This  resei-ve  strength 
comprises  $17  billion  in  gold  (two-fifths  of  the  monetar\-  gold  stock  of  the 
free  world),  small  amounts  of  convertible  foreign  currencies,  and  drawing 
rights  on  the  International  Monetary  Fund  (IMF),  of  which  $1.7  billion 
is  automatically  available  under  current  practices  of  the  Fund.  An  addi¬ 
tional  $4.1  billion  could  become  available  in  accordance  with  Fund 
fX)licies,  insofar  as  the  Fund  has  available  resources  in  gold  and  usable 
foreign  currencies.  The  recent  agreement  to  strengthen  the  IMF  (dis¬ 
cussed  at  the  end  of  this  chapter)  should  do  much  to  assure  the  availability 
of  such  resources. 

Reducing  the  deficit.  Deficits  in  the  U.S.  balance  of  payments  are 
financed  either  by  drawing  down  our  gold  reserves  or  by  increasing 
the  potential  foreign  claims  against  them  in  the  fonn  of  liquid  dollar  lia¬ 
bilities  to  foreigners,  official  and  private.  Large  and  continuing  deficits 
cannot  be  financed  indefinitely.  U.S.  reserves,  although  very  large,  are  not 
inexhaustible.  Foreigners  have  accumulated  large  liquid  dollar  balances, 
but  they  will  not  be  willing  to  let  these  balances  grow  without  limit. 

Therefore,  the  policy  of  the  U.S.  Government,  as  stated  by  the  Presi¬ 
dent  in  his  message  to  Congress  of  February  6,  1961,  is  to  “gain  control  of 
our  balance  of  payments  position  so  that  we  can  achieve  over-all  equilibrium 
in  our  international  payments.  This  means  that  any  sustained  future 
outflow  of  dollars  into  the  monetary'  reserves  of  other  countries  should  come 
about  only  as  a  result  of  considered  judgments  as  to  the  appropriate  needs 
for  dollar  reserves.” 

Maintaining  basic  objectives.  These  ndated  tasks — maintaining  the 
external  value  of  the  dollar  and  bringing  our  international  accounts  into 
balance — must  be  accomplished  by  means  which  promote  the  basic  national 
objectives  from  which  the  tasks  derive.  To  balance  our  accounts  by 
restrictions  on  trade  and  capital  movements,  for  example,  would  confu.se 
means  and  ends.  Such  restrictions  would  violate  the  fundamental  principles 
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of  international  economic  relations  for  which  our  policy  has  striven  for 
many  years  with  so  much  success.  Similarly,  the  foreign  policy  of  the 
United  States  calls  for  large  loans  and  grants  to  foreign  countries  for  develop¬ 
ment  and  for  defense;  and  the  maintenance  of  our  military’  establishment 
abroad  entails  substantial  overseas  expenditures.  To  curtail  the  substance 
of  these  programs  would  provide  no  solution  to  the  “dollar  problem.” 
Rather,  the  task  of  balance  of  payments  policy  is  to  find  the  foreign  e.xchange 
resources  necessary  to  finance  them.  Finally,  full  recovery  and  economic 
growth,  primarv’  national  goals  in  themselves,  are  also  essential  elements 
in  the  long-run  capacity  of  the  United  States  to  meet  its  international  com¬ 
mitments  and  responsibilities.  Measures  to  rectify  the  balance  of  payments 
must  be  consistent  with  expansion  of  the  U.S.  economy. 

The  I  ' lilted  States  as  Trader,  Investor,  and  Banker 

The  accounts.  The  U.S.  balance  of  international  payments  over  the  last 
decade  is  shown  in  Table  17.  In  the  table,  international  transactions  are 
classified  into  four  accounts:  (1)  current  account  and  unilateral  transfers, 
encompassing  merchandise  trade,  earnings  on  U.S.  foreign  investments  less 
foreign  earnings  on  investments  in  the  United  States,  services  including 
tourism  and  ocean  freight,  private  remittances,  and  government  military- 
expenditures  and  development  grants;  (2)  lono-term  capital  account,  cover- 


Tabi-F,  17. — United  .States  balance  of  international  payments,  1051-01 
IHillion.s  of  dollars) 


Tyjie  of  transiiction 

livrruRe 

mfr-f'O 

jivrraRt* 

19.'>H 

19.59 

19641 

1961  I 

Current  account  and  unilateral  tr.insfers 

-0.6 

0  H 

-0.  1 

-2.3 

1.5 

2  4 

Mercbandi.se  trade  balance 

2  4 

3  9 

3  3 

1.0 

4.7 

,5.5 

ExjMirts  .  — 

13.4 

17.7 

16. 3 

16.3 

19.  4 

19.7 

ImiKirts  —  . 

-11.0 

-13  N 

-13  0 

-1.V3 

-14.7 

-14.2 

Milit'irv  expenditures,  net  * . . 

-2: 1 

-2.H 

-3  1 

-2.  H 

-2.7 

-2.5 

Interest  and  dividends,  net  >  . 

1.6 

2.2 

2.2 

2.2 

2.3 

2.7 

Other  s«>rvices.  net  ..  . 

2 

-.  1 

-.2 

-.2 

-  3 

-.4 

(iovernment  nonmilitary  grants  _ 

-2.1 

-1.6 

-1.6 

-1.6 

-1.6 

-1.9 

I’ensions  and  remittances  . 

—  .6 

-■  " 

—  .8 

-.H 

-.  9 

Ix)ng-term  capital  account 

-.9 

-3  0 

-3.1 

-2. 1 

-3.4 

-2.5 

I'.S.  direct  investment  * 

7 

-1.6 

-1  1 

-1. 4 

-1.7 

-1.7 

Other  private  t’..S.  investment 

-  2 

-.9 

-1  4 

-.9 

-.9 

Oovemrnent  loans  (less  repayments) 

-.2 

-.H 

-1.0 

-.4 

-1. 1 

— .  7 

Foreign  long-term  investment  > 

2 

.  4 

.6 

.3 

.4 

Hatance  on  "batie''  accoun/e  (entries  above) . 

-14 

-2.2 

-3.6 

-4.3 

-1.9 

-.  1 

t'..s.  short-term  capital  and  foreign  commercial 

-.2 

-.5 

-.4 

.  1 

-1.4 

-1.0 

Errors  and  omis-sions . 

4 

.3 

.4 

.5 

-.6 

-.4 

Orer-atl  hatance  [deficit  (  — )) .  .. 

-1.2 

-2.3 

-3.5 

-3.7 

-3.9 

-1.5 

I  First  3  quarters  at  roitsonally  adjustisl  annual  rate. 

*  Not  of  foreign  military  i>urrha.s»‘s  in  the  I'nittHl  States. 

>  Kxcludes  subsidiary  earnings  not  repatriated. 

•  Kxcludes  nnn vested  subsidiary  earnings,  amounting  to  $1.3  billion  in  1960. 

>  Exciuiies  reinvested  .subsidiary  earnings,  amounting  to  $0.2  billion  in  I960. 

\<iTK. —  Minus  signs  indicate  |>ayments  to  foreigners. 

Detail  will  not  neces-sarily  add  to  totals  because  of  rounding. 

.Source:  Based  on  Department  of  Commerce  data. 
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ing  direc  t  investments  in  business  enterprise  abroad,  private  purchase's  of 
foreij?n  securities,  U.S.  (mvernment  loans,  and  lon^-tenn  investments  by 
foreigners  in  the  Unitc'd  State's:  (!f)  short-term  cafntal  account,  including 
commercial  credits  under  one*  year  and  U.S.  purchase's  of  foreign  short-term 
securitit's;  (4)  over-all  balance,  comprising  net  purchase's  of  monetary 
gold  and  convertible  currencies  plus  de'crease's  in  U.S.  liepiid  liabilities  to 
foreigners. 

I'he  accounts  are,  of  course,  far  more  interrelated  than  a  simple  classifica¬ 
tion  of  transactions  sugge'sts;  foreign  aid,  private  direct  investment,  and 
private  remittances  often  consist  in  shipment  abroad  of  U.S.  goods.  Even 
dollar  outflows  which  are  not  so  closely  linke'd  to  the  purchase  of  U.S.  goods 
and  ser\ice's  fre'e|uently  re'sult  in  reverse-  payments  to  the  United  State's, 
either  directly  from  the  immediate  recipient  or  indire-ctly  through  trans¬ 
actions  involving  third  countries.  'I'he  volume  of  our  exports  and  indee-d 
the  size  of  the  trade  surplus  are  thus  not  indepe-ndent  of  the  size  of  our 
gov’ernment  outlays  and  private  inve-stments  overse'as. 

'Fhe  first  account  covers  international  transactions  which  re-late  to  the 
e-arning  and  spending  of  national  income.  A  surplus  in  this  acce)unt  means 
that  the  Nation  as  a  whole  is  earning  more  than  it  is  spending  in  its  rela¬ 
tions  with  the  rest  of  the  world,  and  this  “saving"  leads  to  an  increase  in  the 
net  assets  of  the  country.  'I'hroughout  the  period  covere-d  by  the  table,  the 
United  States  had  a  substantial  merchandise  trade  surplus  which,  with  other 
current  receipts,  was  usually  enough  to  pay  for  large  overseas  military 
expenditures  and  government  grants  for  foreign  reconstruction  and  develop¬ 
ment.  In  the  first  three  quarters  of  1961,  the  surplus  on  current  account 
and  unilateral  transfers  was  at  an  annual  rate  of  $2.4  billion. 

The  second  account  summarizes  the  transactions  of  the  United  States  as  an 
investing  nation.  In  recent  years  the  United  States,  as  'Fable  17  shows,  has 
invested  in  long-term  foreign  assets  more  than  its  surplus  on  current  account 
and  unilateral  transfers.  It  has  also  lent  to  foreigners  substantial  amounts 
of  short-tenn  capital,  as  the  third  account  in  the  table  shows.  The  excess 
of  our  long-term  investment  and  short-term  lending  over  our  surplus  on 
current  account  and  unilateral  transfers -  the  over-all  deficit — has  been 
financed  by  increasing  our  liquid  liabilities  to  foreigners  and  by  selling  gold. 

The  present  payments  problem  of  the  United  States  is  not  one  of 
solvency.  The  Nation  is  not  “living  beyond  its  means” :  rather,  its  means 
are  steadily  increasing.  .\t  the  end  of  1960,  the  U.S.  Government  owned 
foreign  assets  totaling  $21  billion,  in  addition  to  its  gold  holdings  of  $18 
billion;  and  U.S.  citizens  owned  another  $50  billion  in  assets  abroad 
(Table  18).  In  total,  U.S.  net  claims  on  foreigners  (including  reinvested 
subsidiary  earnings  on  investments  abroad)  rose  by  $4  billion  in  1960,  and 
the  increase  was  perhaps  as  much  in  1961.  These  increases  substantially 
exceeded  our  losses  of  gold.  Our  foreign  assets  give  basic  long-run  strength 
to  the  dollar;  but  because  most  of  these  assets  are  either  privately  owned 
or  long-term  investments  or  both,  they  cannot  be  quickly  mobilized. 
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Table  18. —  Intrrnational  invfitment  and  gold  position  oj  thr  I'nitfd  States,  1949  and  1960 


[Hllllous  of  dollars,  end  of  year) 


.\s.sct.s  anil  llabllltie.s 

1940 

!  I960  > 

.  . . 

55.2 

89.2 

(lold,  IMF  subscription,  anil  .short-term  .  ,  .  _ 

28.  f. 

26.8 

Monetary  (tolil. .  . 

24  6 

!  17.8 

International  .Monetary  Fund  aubscrl|>tlon  > . 

2.8 

4.  1 

Short-term  private. .  .. 

1.3 

4.9 

l.onp-term _ _ 

2t>.  f) 

62.4 

Dlri-ct  Investment  . .  . 

10  7 

32.7 

Other  private  Investment . . .  . 

1  4  9 

12.6 

U.S.  (lovernment  claims  • . .  . 

11.0 

17.0 

I. labilities. .  .  . 

16.9 

44.7 

I.lilUid... 

9.8 

26.2 

Short-term,  by  holders: 

Foreign  ofllclal  • _ 

2.9 

10  3 

International  .Monetiu-y  Fund* . 

1.3 

2.6 

Other  international  organizations  • . 

.  4 

1.4 

Private*... 

4  6 

9.  6 

Foreign  and  International  holdings  of  U.S.  (lovernment  Umds  and 
notes .  . 

.6 

2.3 

Ixmg-tcrm .  .  . 

Direct  investment.  .  . 

7.  1 

18.4 

2.9 

6.9 

Other  private  Investment. . .  . 

4  2 

11.5 

Kxcess  of  a.s.si'ts  over  liabilities.  . . 

38  3  1 

44  5 

>  Pndlmtnary. 

» I'nder  current  practices  of  I M  F,  the  I’niteil  States  has  a  virtually  automatic  rl(tht  to  draw  the  amount 
of  Its  suhscTi()tion  less  the  amount  of  U.S.  Itahilltles  to  IM  F  as  shown  in  the  lower  t)art  of  the  table. 

•  Includes  I’.S.  (lovernment  claim.s  In  Inconvertible  currencies. 

‘  .\s  rei  orted  by  banks  In  the  U.S. 

I  .\onlnten“St-I)earln(!  notes  (and.  In  15M9,  de|K>slts). 

•  Includes e.stlmattsl  fonden  holdlns  of  U.S.  cummey  an<l  other  liquid  claims  not  accounted  for  elsewhere. 
•Vote.— Detail  will  not  necessarily  add  to  totals  t)ec!»u.se  of  mundinit. 

Sources:  Department  of  Commeres'  and  Hoard  of  Dovemors  of  the  Federal  Reserve  System. 


It  is  useful  to  distinguish  net  payments  resulting  from  merchandise  trade, 
services,  unilateral  transfers,  and  long-term  investment — the  so-called  basic 
accounts — from  net  payments  resulting  from  the  more  volatile,  and  some¬ 
times  substantial,  flows  of  short-term  capital.  I’he  balance  on  basic  ac¬ 
counts  and  the  over-all  balance  are  shown  in  Table  17  and  Chart  11.  In 
1959  the  “basic”  deficit  was  larger  than  the  over-all  deficit  because  of  net 
inflows  of  short-term  capital,  while  in  1%0  and  again  in  1961  the  over-all 
deficit  exceeded  the  deficit  on  basic  accounts  as  a  result  of  net  outflows  of 
short-term  capital. 

The  over-all  balance  exerts  a  significant  influence  on  the  liquidity  position 
of  the  United  States.  The  change  in  the  U.S.  position  resulting  from  over¬ 
all  deficits  in  the  past  decade  can  be  seen  from  the  reduction  in  the  monetary 
gold  stock  and  the  increase  in  U.S.  liquid  liabilities  to  foreigners,  shown  in 
Table  18  and  Chart  12. 

Reserves  and  liquid  liabilities.  In  1949,  the  United  States  held  70  per¬ 
cent  of  the  world  monetary’  gold  stock  and  half  of  the  world  total  of  official 
gold  and  foreign  exchange  reserv’es.  Capital  seeking  haven  from  the  politi¬ 
cal  disruptions  of  the  1930’s,  followed  by  the  import  needs  of  war- tom 
Europe,  produced  this  undue  concentration  of  world  reserves.  In  those 


circumstances,  deficits  in  the  U.S.  balance  of  payments  served  the  very  useful 
function  of  rebuilding  the  depleted  reserves  of  other  countries. 

Countries  chose  to  replenish  reser\'cs  largely  by  holding  dollars  rather 
than  by  purchasing  gold.  While  cumulative  deficits  totaled  $23  billion  in 
the  past  12  years  (Chart  12),  U.S.  gold  sales  amounted  to  just  $7  billion, 
of  which  $5  billion  represented  reacquisition  of  gold  that  the  United  States 
had  obtained  in  the  early  p)ostwar  period.  The  rest  of  the  deficit  was 
settled  by  an  increase  in  foreign  dollar  holdings. 

Despite  the  continuous  rise  in  foreign  dollar  holdings,  the  liquidity  posi¬ 
tion  of  the  United  States  is  strong.  The  importance  of  the  United 
States  in  international  trade  and  international  banking,  the  facilities  offered 
by  the  New  York  money  market,  and  the  variety  and  quality  of  goods,  serv¬ 
ices,  and  securities  which  dollars  command  within  the  United  States  make 
it  advantageous  for  foreigners  to  hold  large  dollar  balances.  These  working 
balances  will  not  readily  be  withdrawn,  although  they  are  not  entirely 
insensitive  to  yield  opportunities  abroad.  Furthermore,  as  world  trade 
expands,  the  size  of  these  working  balances  is  likely  to  rise. 

The  present  position  of  the  United  States  is  satisfactory  as  long 
as  foreign  holders  of  dollars  are  confident  that  the  gold  value  of  the  cur¬ 
rency  will  be  maintained.  Loss  of  confidence  can,  however,  result  in  a 
serious  “run.”  Indeed — as  the  failures  of  basically  sound  and  solvent  com- 
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men  ial  banks  before  the  days  of  deposit  insurance  testify — there  is  no 
conceivable  liquidity  position  which  can  withstand  general  loss  of  confidence. 

Payments  deficits  and  gold  losses.  As  U.S.  experience  in  the  past  12  years 
indicates,  there  is  only  a  loose  link  between  external  deficits  and  gold  losses. 
Deficits  occur  when  total  payments  to  foreigners  exceed  total  receipts  from 
foreigners;  a  decline  in  gold  reserves  occurs  when  a  foreign  government 
or  central  bank  converts  dollars  into  gold  at  the  U.S.  Treasury.  A  deficit 
in  the  balance  of  payments  need  not,  and  usually  does  not,  coincide  with 
an  equal  decline  in  gold  reserves.  Foreigners  may  increase  their  dollar 
holdings  by  part  or  all  of  the  deficit  -  or,  as  happened  in  1956,  even  by 
more  than  the  deficit  (Chart  J 2).  Similarly,  this  country'  may  lose  gold 
even  when  it  has  a  balance  of  payments  surplus,  if  foreign  official  institutions 
wish  to  convert  dollars  acquired  in  the  past. 

Payments  deficits  contribute  indirectly  to  gold  losses  by  adding  to  the 
supply  of  dollars  in  foreign  hands,  thus  increasing  the  likelihood  that  they 
will  be  acquired  by  governments  which  may  wish  to  convert  them  into 
gold.  Moreover,  the  fact  that  there  are  persistent  payments  deficits  may 
reduce  foreigners’  willingness  to  hold  dollars. 

Three  years  of  large  payments  deficits  contributed  to  a  temporary  de¬ 
cline  in  confidence  in  the  dollar  and  to  the  large  gold  sales  of  late  1960. 
.An  outflow  of  .short-term  funds  began  in  mid- 1960  as  a  normal  response 
to  higher  interest  rates  abroad,  but  it  was  augmented  when  doubts  arose 
about  the  stability  of  the  dollar,  as  evidenced  by  substantial  private  pur¬ 
chases  of  gold  on  the  London  market.  These  doubts  reflected  a  number 
of  factors;  the  large  payments  deficits  of  1958  and  1959  and  the  loss  of 
gold  associated  with  them,  the  outflow  of  funds  early  in  1960  associated 
with  differentials  in  interest  rates,  the  initial  rise  in  the  London  gold  price, 
and  fears  that  strong  action  to  defend  the  dollar  would  not  be  taken. 
Confidence  was  restored  when  the  new  .Administration  declared  and  dem¬ 
onstrated  its  determination  to  defend  the  dollar,  intensified  measures  taken 
by  the  previous  Administration  to  reduce  the  payments  deficit,  and  inaugu¬ 
rated  new  measures. 

Recent  Developments  Affecting  the  U.S.  Payments  Position 

.Although  the  L’nited  States  has  been  running  deficits  in  its  international 
accounts  since  1950,  these  deficits  were  moderate  in  amount  and  did  not 
cause  concern  until  1958.  Concern  has  arisen  since  then,  partly  because 
of  the  unexpected  persistence  of  large  deficits  and  partly  because  the  deficits 
could  not  be  attributed  to  temporar\'  developments  likely  to  be  soon  reversed. 
Several  significant  new  factors  changed  the  U.S.  position  in  the  world  econ¬ 
omy:  ( 1  )  The  establishment  of  external  currency  convertibility  by  most  of 
the  European  countries  at  the  end  of  1958  removed  an  important  barrier 
to  international  capital  flows.  (2)  The  establishment  of  the  European 
Economic  Community  promised  a  large,  rapidly  growing,  tariff-free  market 
in  Europe,  holding  out  much  the  same  investment  opportunities  as  the 
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CHART  12 


Changes  in  U.  S.  Gold  Stock 
and  Liquid  Liabilities  to  Foreigners 


BILLIONS  OF  DOLLARS 


(Annual  and  Cumulative) 


ANNUAL 


5  - 

change  in 


_ ^ _ ^ _ 1 _ 1  i  _  1  _  .L  i  _ 

1950  1952  1954  1956  1958  I960 


BILLIONS  OF  DOLLARS 


*FIRST  3  QUARTERS 

SOURCES:  DEPARTMENT  OF  COMMERCE.  TREASURY  DEPARTMENT,  AND  BOARD  OF  GOVERNORS 
OF  THE  FEDERAL  RESERVE  SYSTEM 
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tarifT-frt'e  itUcrnal  market  of  tlic  L'nited  States.  (3)  Inten  ontinental 
ballistic  missiles  and  restoration  of  political  stability  in  Western  Europe 
reduced  the  spec  ial  attrac  ticms  of  the-  I’nited  Statc-s  as  a  haven  for  funds 
and  as  a  location  for  capital  invc'stment.  (4)  The  larcje  overseas  military 
expenditures  and  c'xtensive  foreii^n  aid  programs  of  the*  United  States  came 
to  Ih*  clearly  recognizc'd  as  long-term  commitments.  (."))  'I’he  decline  of  the 
L^S.  trade  surplus,  from  $6  billion  in  Iff')?  to  a  postwar  low  of  $1  billion  in 
1959,  fcK'used  attention  on  the  long-run  improvemc-nt  in  the  competitive 
jxisition  of  Western  European  countries  and  Japan  rc-lative  to  the  United 
State's — an  improvc-ment  causc'd  mainly  by  remarkable  advance's  in  output 
and  productivity  in  those  countric's.  (6)  In  addition,  a  sharp  rise'  in  certain 
key  prices  in  the  Unite'd  States  relative  to  those'  of  major  competitors  weak- 
ene'd  the  compe  titiveness  of  seune  U.S.  prcxiucts  in  world  markets.  (This 
development  is  de'seribc-d  in  Uhapter  4.)  (7)  By  1958,  gold  and  foreign 

exchange  re-serve's  of  many  Eurojx'an  eountrie's  had  be'e-n  re'built  from  their 
de-pleted  }x)stwar  levels;  L’.S.  payments  deficits  were-  no  longe-r  nec'ded  for 
this  purpose. 

These  de'velopments  cxcurre'd  within  a  short  span  of  years  and  affected 
not  only  the  U.S.  payments  jiosition  itself  but  attitudes  and  expe'ctations 
about  its  future-.  The  U.S.  c'conomy,  which  was  geared  to  the  c'ntirely 
different  environment  of  th«'  years  of  “dollar  shortage,”  suddenly  had  to 
adjust  to  a  new  situation.  In  bric-f,  the  rc'ciuired  rc'adjustment  is  that  the 
United  States  must  pay  for  overseas  militarv-  commitments,  grants,  and 
investments  to  a  greater  extent  by  an  exjx^rt  surplus  c'arnc'd  in  stiff  world 
competition,  and  to  a  lessc-r  extent  by  selling  gold  and  accumulating  licjuid 
liabilitic's  to  foreigne-rs.  For  the  domestic  economy,  this  implies  changes 
in  the  structure-  of  price's,  wage's,  investme-nt,  and  employment  and  a  new 
orientation  of  American  enterprise  to  world  markets.  \  complete 
readjustment  of  this  nature  takes  time. 

PoLicuKs  To  Improvk  thk  U.S.  Paymknts  Position 

In  the  new  environment  of  the  196(Vs,  the  Unite'd  States  cannot  continue 
deficits  of  the  size  of  the  late  1950’s.  The  balance  of  payments  objective 
for  the  United  States  is  to  attain,  at  high  e'mployment  levels,  a  balanced 
jxisition  in  its  basic  international  accounts  during  the  next  few  years.  We 
must  move  toward  eepiilibrium  at  a  pace  which  demonstrates  clearly  ihat 
the  balance  of  payments  is  under  control. 

The  objective  of  a  balanced  basic  position  does  not  mean  that  balance 
must  be  maintained  continuously.  In  some  years,  a  surplus  in  international 
payments  will  be  appropriate;  in  other  years,  a  deficit.  But  the  average 
position  over  a  period  of  years  must  be  strong  enough  to  maintain  confidence 
in  the  parity  of  the  dollar. 

The  primary  task  is  to  improve  the  pxisition  of  the  basic  accounts. 
Progress  toward  balance  in  these  accounts  will  itself  diminish  the  likelihood 
of  sustained  short-term  capital  outflows.  Therefore,  in  a  discussion  of  pros- 
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pects  and  policies  for  improving  the  balance  of  payments  position,  it  is  con¬ 
venient  to  discuss,  first,  the  basic  accounts,  and  then  the  short-term  capital 
account. 

Basic  Accounts 

The  underlying  trend  of  the  basic  accounts  position  is  not  easy  to  discern 
from  current  quarterly  and  yearly  statistics.  It  is  difficult  to  disentangle 
movements  of  lasting  significance  from  changes  resulting  from  sea.sonal, 
cyclical,  and  random  factors.  When,  in  the  first  half  of  1961,  slack  in  the 
U.S.  economy  combined  with  boom  conditions  in  Europe  and  Japan  to 
bring  our  basic  accounts  into  temporarN-  surplus,  it  would  have  been 
clearly  wrong  to  conclude  that  the  problem  was  permanently  solved.  Con¬ 
versely,  subsequent  reappearance  of  a  deficit  on  basic  accounts,  which  may 
even  rise  temporarily  as  recovery  proceeds  in  the  Unit«‘d  States,  reflects  a 
reversal  of  cyclical  influences  rather  than  a  deterioration  in  the  underly¬ 
ing  position.  Long-run  improvement  resulting  from  competitive  adjust¬ 
ments  and  government  policies  may  be  masked  by  temporarv-  developments 
here  and  abroad. 

The  dimensions  of  the  problem  facing  the  L'nited  States  may  he  indicated 
by  the  basic  international  accounts  in  the  six-month  period  embracing  the 
second  and  third  quarters  of  1961  —  the  latest  6  months  for  which  complete 
information  is  available — expressed  in  terms  of  annual  rates  (Table  19). 
Overseas  military  expenditures,  less  foreign  military  purchases  in  this 
country,  were  running  at  $2.4  billion  in  mid- 1961.  Government  grants 
and  loans  amounted  to  $3.7  billion,  but  $2..')  billion  of  these  resulted 
directly  in  the  export  of  U.S.  goods  and  ser\  ices,  leaving  $1.2  billion  to  be 
otherwise  financed.  Long-term  private  investment  abroad  was  running  at 
about  $2.0  billion,  and  pensions  and  remittances  to  foreigners  cost  nearly 
$900  million. 

The  overseas  commitments  and  investments,  resulting  in  payments  of 
$6.4  billion  (2.44-1.2  4-2.04-0.9,  rounded),  must  somehow  be  financed  by 
net  receipts  from  other  transactions.  This  requirement  was  j)artially  met  by 
debt  repayments  by  foreign  governments  (excluding  special  prepayments  in 
.April)  and  net  earnings  on  services  (excluding  military  transactions  and 
receipts  associated  with  government  aid)  amounting  to  $2.2  billion  at  an 
annual  rate.  Full  balance  in  the  basic  accounts  would,  therefore,  have  re¬ 
quired  a  merchandise  trade  surplus  (excluding  exports  financed  directly  by 
government  grants  and  loans)  of  $4.2  billion.  I'his  contrasts  with  the  trade 
surplus  of  $2.8  billion  actually  achieved.  I'he  resulting  deficit  of  $1.4 
billion  had  to  be  financed  by  a  sale  of  gold  and  an  increase  in  our  liquid 
liabilities  to  foreigners. 

Without  temporary  cyclical  factors,  the  gap  would  probably  somewhat 
exceed  the  deficit  of  $1.4  billion  on  basic  accounts  actually  experienced 
during  this  period,  since  our  gross  national  product  (GNP)  was  still  far 
below  full  employment  levels.  At  full  employment,  imports  can  be  expected 
to  be  higher  than  they  were  in  mid- 1961. 
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Table  19. — United  States  balance  of  international  payments,  1960-61 
[Millions  of  dollars,  seasonally  adjusted] 
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TyjK’  of  transaction 

1900, 

fourth 

cluarter 

First 

fluartcr 

.'Second 

iiuarter 

Third 
fjuarter  > 

Second 
and  third 
,  uuarters 
(annual 

1  rates) 

Current  account  and  transfers,  excluding  major 
(lovernment  tran.saclions . . 

1.312 

1.3H9 

1.211 

617 

3.6.10 

.Ntcrchandisc  trade  balance  * - - 

999 

l.OHO 

911 

4H8 

2,798 

.Net  balance  on  services  > . . 

SAS 

.119 

.121 

340 

1.722 

Pensions  and  remittances . 

-230 

-210 

-221 

-211 

,  -804 

Major  (Iovemment  transactions . 

-HOI 

-H70 

i  -713 

-819 

1-3,064 

Military  cxitenditures,  net  *  . 

-042 

-0H9 

-on 

-60.1 

-2.  432 

( Iovemment  grants  and  loans  ..  . 

-1.013 

-l.(K«) 

-H22 

-1.014 

-3,672 

Kxi)orts  of  goo<ls  flnantx'd  by  (Iovemment 
grants  and  loans .  . 

.103 

.1H0 

4.12 

605 

2.114 

Kx|K)rts  of  services  flnantvd  by  (lovernment 
grants  and  loans .  . 

HO 

107 

H7 

11.1 

404 

Heimvmcnts  of  (lovernment  loans  . 

14.1 

132 

S  IHI 

HO 

1  522 

Private  long-term  ca|>ital,  net . 

-991 

-3.10 

-4.19 

-.142 

-2.002 

Italance  on  accounts  (entries  attove) . 

-.140 

103 

S39 

-744 

1  -1.410 

short  term  ca|)ital  and  foreign  commercial 

credit  . 

—  .V)7 

-4H4 

-31 

-240 

-.142 

Krrors  ami  omissions . 

-327 

-2.1 

-409 

125 

-.108 

Orrr-af/ fw/nner  jileflcit  (  — )] . 

-1.434 

-340 

5  -401 

-8.19 

1  -2,  .120 

I ;  •  I’reliniinary. 

,  .  J  Kxcludes  exi¥)rts  of  ijoods  flnaneiMl  by  (lovernnient  irranLs  and  loans. 

i'  ’  Kxcludes  military  exiMUnlitun'S.  net.  and  exiKtrts  of  services  flnantvd  by  (iovemment  ttranLs  and  loans, 

e.  •  Inclinles  private  exixuiditures  of  foreign  exchaiifse  by  t'nited  States  foro's  and  their  dejxmdents;  net  of 

foreign  military  purcha.ses  in  the  t’nited  States. 

t  Kxcludes  $t>4tt  million  in  nwipts  from  fon-ii;n  governments  through  extraordinary  debt  repayments. 
Note.— .Minus  signs  indicate  payments  to  foreigners, 
j .'  .Sourci':  Hiwvl  on  Department  of  Commerce  data. 

ii  The  payments  position  in  the  second  and  third  quarters  of  1961  reflects 

'  ’  to  only  a  small  extent  the  impact  of  government  balance  of  payments 

ji  policies  initiated  during  the  year.  The  full  effects  of  these  measures,  and 

'  of  further  measures  planned  or  proposed,  will  take  time.  So  will  the  full 

I  •  response  of  U.S.  industr\’  to  the  increased  competitive  challenge  from  abroad 

and  to  the  improvement  in  the  U.S.  competitive  position  achieved  in  the 

I I  past  two  years.  But  the  gap  to  be  narrowed  and  eventually  closed  is  not 

I*  large,  less  than  10  percent  of  our  exports  of  goods  and  serviLCs  and  less 

1 1  than  one-half  of  1  percent  of  our  GXP.  Though  it  will  take  time  to  make 

j!  the  needed  adjustments  and  for  their  effects  to  outweigh  unfavorable 

cyclical  factors,  U.S.  international  reserves  provide  ample  means  to  cover 
]  interim  deficits  on  the  basic  accounts. 

I  Improvement  in  the  U.S.  balance  of  payments  is  more  than  a  U.S. 

j  problem.  Our  deficit  is  matched  by  corresponding  surpluses  elsewhere, 

I  especially  in  Europe.  Unless  the  surplus  countries  allow  their  surpluses  to 

;  decline,  we  cannot  reduce  our  deficit  without  accentuating  the  payments 

problems  of  other  deficit  countries.  Surplus  and  deficit  countries  bear  joint 
responsibility  for  rectifying  payments  imbalances  and  for  maintaining  the 
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stability  of  the  international  monetary  system  during  the  p)eriod  of 
adjustment. 

Reducing  the  basic  deficit  involves  either  diminishing  the  outflows  on 
government  and  net  capital  account  or  increasing  the  current  account  sur¬ 
plus.  Both  these  approaches  are  being  taken.  Measures  to  reduce  the  pay¬ 
ments  deficit  must  be  consistent  with  the  primary  objectives  of  U.S.  policy; 
to  fulfill  foreign  economic  and  military  obligations,  to  encourage  the  flow  of 
goods,  services,  and  capital  among  nations,  and  to  expand  the  U.S.  economy. 
There  is  no  single  dramatic  cure-all  for  the  payments  problem.  Accord¬ 
ingly,  the  Administration  is  pursuing  a  variety  of  measures  on  many  fronts. 

Military  outlays.  U.S.  military’  outlays  in  foreign  countries  have  aver¬ 
aged  nearly  $3  billion  annually  during  the  last  six  years  even  after  foreign 
purchases  of  military-  t'quipment  in  the  United  States  are  deducted.  I'hese 
overseas  expenditures  by  and  for  U.S.  forces — for  construction,  logistical 
support,  services,  and  personal  purchases- — are  an  integral  part  of  the 
national  defense  eflfort.  In  addition,  the  United  States  provides  substantial 
military  grants  in  kind,  valued  at  $1.8  billion  in  196fl,  to  the  governments 
of  friendly  nations. 

The  Department  of  Defense  has  taken  several  measures  to  conserve  for¬ 
eign  exchange,  including  increased  procurement  of  its  supplies  from  U.S. 
sources  even  at  higher  cost  to  the  federal  budget. 

More  than  half  of  the  military  outlays  are  in  Europe.  The  Berlin  situa¬ 
tion  is  causing  an  increase  in  these  outlays.  The  United  States  is  currently 
discussing  with  the  Federal  Republic  of  Gennany  and  other  NATO  .Allies 
measures  which  would  have  the  effect  of  offsetting  these  dollar  outlays 
for  defense  purposes.  The  Federal  Republic  of  Germany  is  already  making 
a  substantial  contribution  in  this  regard.  It  is  the  objective  of  the  Admin¬ 
istration  to  work  out  arrangements  which  would  offset  as  much  of  our 
overseas  military-  expenditures  as  is  feasible. 

Government  loans  and  grants.  Government  loans  and  grants  have  shifted 
markedly  since  the  early  1950’s  from  European  countries  and  Japan  to  the 
less  developed  countries,  and  have  risen  from  $2.3  billion  annually  in  the 
mid-1950’s  to  an  annual  rate  of  $3.8  billion  during  the  first  three  quarters  of 
1961.  Repayments  on  past  government  loans  rose  steadily  during  the  1930’s, 
and  in  1960  they  exceeded  $600  milj^)n. 

The  growing  size  of  our  aid  expenditures  reflects  the  pressing  needs 
of  the  less  developed  countries  for  capital.  I'he  recent  U.S.  payments 
deficits,  however,  have  necessitated  policies  to  reduce  the  foreign  exchange 
cost  of  these  programs.  The  President  has  instructed  the  aid  agencies  to  tie 
development  aid  directly  to  purchases  of  U.S.  goods  and  services  wherever 
possible.  In  the  first  nine  months  of  1%1,  before  this  policy  had  taken  full 
effect,  nearly  70  percent  of  government  loans  and  grant  disbursements 
resulted  directly  in  the  export  of  U.S.  goods  and  services. 

Though  a  policy  of  tied  aid  may  be  unav-oidable  under  present  condi¬ 
tions,  it  has  the  twofold  disadvantage  of  reducing  the  efficiency  of  a  given 
level  of  aid  and  of  shielding  some  U.S.  export  industries  from  foreign  com- 
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p(‘tition.  When  the  United  States  achieves  over-all  balance  in  its  inter¬ 
national  accounts,  it  will  be  appropriate  to  discuss  with  European  coun¬ 
tries,  Japan,  and  Canada  the  p<issihility  of  puttinc;  all  the  development 
aid  of  industrial  countries  on  an  untied  basis. 

The  United  States  has  encouraged  other  industrial  countries  to  increa.se 
their  aid  efforts  and  to  provide  aid  on  an  untied  basis  when  their  pay¬ 
ments  positions  permit.  Recent  arrangements  amontj  several  industrial 
countries  to  provide  assistance  for  the  development  programs  of  India 
and  Pakistan  are  examples  of  a  new  ccK)perative  approach.  Increased 
flows  of  development  capital  are  of  vital  importance  not  only  to  the 
developing  countries  hut  also  to  the  industrial  countries,  which  will  be 
able  to  sell  to  a  vastly  expanded  market  as  the  incomes  and  foreign 
exchange  earnings  of  the  less  developed  countries  rise. 

Private  lon^-term  investment.  .\  highly  developed  economy  like  that  of 
the  I’nited  States  today  is  quite  naturally  a  source  of  capital  for  investment 
beyond,  as  well  as  within,  its  borders,  d'his  country-  is  the  world’s  largest 
source  of  savings.  Since  the  I'nited  States  is  far  ahead  of  many  countries 
both  in  applied  technology  and  in  produc  tive  facilities  per  worker,  there  are 
lM)und  to  b*‘  attractive  opportunities  abroad  for  duplicating  our  advanced 
technicjues  of  production. 

Private  long-tenn  investment  averaged  $2.6  billion  a  year  in  the  last 
five  years,  substantially  higher  than  in  the  early  1950's.  In  addition,  re¬ 
invested  earnings  of  U.S.  subsidiaries  abroad  averaged  $1.1  billion  an¬ 
nually.  In  1961,  U.S.  private  long-term  investment  abroad  is  estimated  to 
have  been  about  $2.3  billion. 

While  outflows  of  U.S.  capital  are  adding  to  our  national  wealth  foreign 
propertit'S  which  may  yield  substantial  return  flows  of  earnings  in  the  balance 
of  payments  over  future  years,  these  outflows  increase  the  payments  deficit 
in  the  short  run. 

Since  19.‘)8-.')9,  the  share  of  U.S.  direct  investment  outflows  going  toward 
Europe  has  increased  substantially.  The  promise  of  an  expanding  Euro¬ 
pean  Common  Market  has  enhanced  the  attractiveness  of  Eurofx*  as  a 
location  for  production.  Flows  of  saving  to  develop  productive  oppor¬ 
tunities  abroad  increase  the  efficiency  of  the  world  economy.  However, 
capital  is  not  allocated  efficiently  when  it  moves  primarily  in  response  to 
tax  advantages  or  to  restrictive  or  discriminatory  trade  barriers  abroad.  If 
the  President’s  trade  program  is  enacted  and  the  new  common  external 
tariff  in  Europ<'  is  n'duced  through  negotiations,  artificial  incentives  to 
invest  behind  the  EurojX'an  tariff  wall  will  b<*  reduced.  This  is  one  impor¬ 
tant  way  in  which  an  expansionist  trade  policy  will  improve  the  U.S.  pay¬ 
ments  position. 

The  Administration  has  also  pro{x>sed  changes  in  the  tax  treatment  of 
foreign  income  which,  in  addition  to  achieving  greater  equity  relative  to 
tax  treatment  of  domestic  income,  will  ease  our  balance  of  payments  deficit. 
Under  the  President’s  proposal,  earnings  on  U.S.  investments  in  other 
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industrial  countries  would  be  taxed  on  the  same  basis  as  corporate  earnings 
in  the  United  States.  This  would  lx*  achieved  by  taxing  U.S.  corporations 
each  year  on  their  current  share  of  the  undistributed  profits  realized  in  that 
year  by  subsidiary  corporations  organized  in  economically  advanced  coun¬ 
tries.  Any  decline  in  the  outflow  of  U.S.  capital  resulting  from  a  with¬ 
drawal  of  existing  tax  inducements  would  be  consistent  both  with  efficiency 
in  the  allot  ation  of  capital  resources  in  the  world  and  with  equity  between 
U.S.  firms  operating  abroad  and  competing  firms  located  in  the  United 
States.  Legislation  has  also  been  proposed  which  would  curtail  ta.x  haven 
privileges. 

An  additional  proposal,  discussed  in  earlier  chapters,  would  provide  a 
tax  credit  to  spur  domestic  investment. 

These  measures,  along  with  rising  domestic  activity,  would  increase  the 
relative  attractiveness  of  domestic,  as  opposed  to  foreign,  investment. 
.A  higher  rate  of  domestic  economic  expansion  would  increa.se  the  attrac¬ 
tiveness  of  the  United  States  for  investment  by  foreigners. 

The  United  States  is  urging  countries  in  Western  Europe  to  liberalize 
restrictions  on  the  outflow  of  capital  owned  by  their  residents  in  order 
to  permit  more  foreign  capital  issues  to  be  offered  in  their  markets  and  to 
permit  more  investment  in  the  L'nited  States  and  in  underdeveloped 
countries.  Many  European  countries  still  limit  foreign  issues  in  their  capital 
markets  and  control  tightly  purchases  of  foreign  securities  by  their  residents. 

Services.  Net  exports  of  services,  excluding  militar\’  exptmditures  and 
sales,  were  at  an  annual  rate  of  $2.3  billion  during  the  first  thme  quarters  of 
1961.  These  services  include  travel  expenditures,  transfx>rtation  sers’ices, 
royalties,  interest,  and  dividends.  Repatriated  earnings  on  t^S.  invTst- 
ments  abroad,  which  are  counted  as  receipts  for  seivices  in  the  balance  of 
payments  accounts,  amounted  to  $3.2  billion  in  1960.  Our  expenditures 
on  foreign  travel  were  $1.7  billion,  and  foreigners  spent  nearly  $1.0  billion 
in  this  country. 

During  1961,  an  Office  of  Tourism  was  establi.shed  in  the  Department  of 
Commerce  to  encourage  foreign  travel  to  the  United  States.  In  addition, 
the  duty-free  tourist  allowance  for  returning  U.S.  travelers  was  reduced  from 
$500  to  $100  a  person. 

The  proposed  change  in  tax  provisions  regarding  overseas  investment 
should  result  in  an  increase  in  the  repatriation  of  earnings  from  U.S.  invest¬ 
ments  abroad. 

Merchandise  trade.  Merchandis(‘  trade  has  earned  large  net  receipts  in 
every  year  since  the  war.  The  trade  surplus  has  on  average  increased, 
but  it  has  not  increased  sufficiently  to  cover  the  combined  rise  in  overseas 
military,  foreign  aid,  and  investment  outlays. 

Restrictive  commercial  policies  would  be  one  way  to  try  to  check  im¬ 
ports  and  increase  the  trade  surplus.  But  raising  tariffs  and  imposing 
quotas,  while  perhaps  improving  the  trade  position  temporarily,  would  be 
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inconsistent  with  the  liberal  trade  objectives  of  the  United  States  and  would 
invite  retaliator\-  action  abroad,  thus  reversing  any  temporary  gains. 

Imports  could  also  be  checked  by  restraining  domestic  economic  activity. 
But  this  would  be  an  absurdly  costly  policy  for  the  United  States  because 
imports  comprise  only  a  small  part  of  each  dollar  of  final  demand.  To 
obtain  a  $1  billion  n  duction  in  imports  might  require  a  $25-35  billion 
reduction  of  GNP.  Even  this  decrease  in  imports  would  not  result  in  an 
(‘quivalent  improvenu'nt  in  the  trade  balance,  for,  as  the  dollar  earnings  of 
other  countries  declined,  some  of  our  best  customers  would  curtail  their 
purchases  in  the  United  States.  Moreover,  the  prospects  for  fundamental 
balance  of  payments  improvement  would  b('  dim  in  a  continuously  slack 
economy  b(“set  by  excess  capacity  and  deficient  in  incentives  to  make  invest¬ 
ments  at  home  which  raise  productivity  and  lower  costs.  Sacrificing  recov- 
erv'  for  a  temporarv'  gain  in  the  balance  of  payments  position  would  be 
shortsighted  and  would  not  inspire  confidence  in  the  dollar. 

Clearly,  our  efforts  to  improve  the  trade  position  must  be  expansive 
rather  than  restrictive.  \  program  has  b<-en  established  under  the  direc¬ 
tion  of  the  Department  of  C'ommerce  to  promote  exports,  both  by  increas¬ 
ing  awareness  among  U.S.  businessmen  of  sales  opportunities  abroad  and  by 
increasing  foreign  awareness  of  the  wide  array  and  high  quality  of  U.S. 
products.  The  program  includes  regional  conferences  and  a  more  active 
field  service  in  the  United  States  to  provide  information  on  foreign  markets, 
trade  exhibits  and  missions  abroad,  and  an  increased  number  of  govern¬ 
ment  commercial  representatives  to  aid  the  U.S.  businessman  abroad. 

In  addition  to  improving  tlu'  flow  of  information  about  (‘xport  possibili¬ 
ties,  steps  have  been  taken  to  improve  U.S.  competitiveness  in  the  important 
dimensions  of  credit  availability  and  export  insurance  for  commercial  and 
political  risks — steps  designed  to  place  the  U.S.  businessman  on  a  par  with 
foreign  ex|)orters.  The  Export-Import  Rank  has  established,  in  coop<‘ration 
with  the  commercial  banks  and  a  group  of  insurance  companies,  simpli¬ 
fied  and  expanded  opportunities  for  obtaining  credit  and  export  insurance. 
.An  exjxirter  is  now  able  to  arrange  for  full  credit  and  insurance  advantages 
directly  with  his  lor  al  bank. 

A  fundamental  rerpun'ment  for  increasing  our  trade  balance  is  a  domestic 
«‘nvironnient  of  full  recov«Ty  and  growth  without  inflation.  We  must 
exploit  the  gains  in  productivity  available  from  bringing  into  full  use  the 
excess  capacity  now  prevalent  in  U.S.  industrv,  and  we  must  speed  the 
advance  of  U.S.  technology.  The  measures  to  accelerate  the  growth  of 
productivity  outlined  in  Chapter  2  are,  for  these  reasons.  es.sential  elements 
of  policy  for  long-run  improvement  in  the  balance  of  payments.  In  par¬ 
ticular,  the  tax  credit  for  investment  proposed  by  the  President  and  the 
revision  of  depreciation  guidelines  underway  at  the  Freasurv-  will  promote 
investment  at  home  and  make  .American  industry  more  competitive. 
It  is  true  that  economic  growth,  by  raising  incomes  in  the  United  States, 
will  tend  to  increase  the  purchases  of  foreign  goods  by  U.S.  consumers  and 
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businesses.  Hut  economic  growth  achieved  through  advances  in  productivity 
and  improvements  in  technolog\-  will  also  enable  U.S.  goods  to  compete 
more  effectively  with  foreign  products  both  in  the  United  States  and  in 
foreign  markets.  The  technological  leadei'ship  and  high  productivity  of  the 
United  States  have  proved  in  the  past  to  be  vital  sources  of  our  comparative 
advantage  in  world  markets.  And  today,  the  most  rapidly  growing  coun¬ 
tries  in  the  free  world  generally  rank  among  the  e  with  the  strongest 
international  payments  positions. 

An  accelerated  advance  in  productivity  will  he  of  little  help  to  the 
balance  of  payments,  however,  if  the  improv('ments  are  eroded  away  by 
increases  in  money  costs  and  prices.  'I'he  price  increases  of  19.‘)5-.'i7 
impaired  the  competitive  {xisition  of  several  important  U.S.  industries  in 
world  markets.  More  recently,  price  and  wage  dev»-lopments  in  the  L'nited 
States  have  been  favorable  relative  to  those  in  other  countries.  The 
stability  of  U.S.  prices  in  the  last  three  years,  and  the  reasons  for  optimism 
concerning  U.S.  prices  in  the  current  economic  recovery,  are  discussed  in 
Chapter  4.  Policies  to  avoid  cost  inflation  at  home  can  be  reinforced  by  a 
liberal  trade  jxiliey  which  e.xpands  the  area  of  international  competition 
to  which  U.S.  producers  an*  exposed. 

I'he  future  course  of  exports  will  depend  not  only  on  U.S.  policies  but  also 
on  business  activity,  prices  and  wages,  and  commercial  fxilicy  abroad.  Suc¬ 
cessful  international  trade  negotiations  under  the  proposed  Trade  Ex¬ 
pansion  Act  will  provide  increasing  opportunities  for  U.S.  exports. 
In  addition,  the  United  States  continues  to  press  for  the  elimination 
of  open  and  concealed  discrimination  against  U.S.  goods — agricultural 
products  provide  outstanding  examples — and  against  the  products  of  third 
countries,  many  of  which  are  good  customers  of  the  United  States. 

'I'he  continued  expansion  of  the  European  economies  is  of  great  im¬ 
portance  for  the  future  of  U.S.  exports.  .‘Xnd  the  rapid  growth  of  all  the 
industrial  countries  is  of  vital  concern  to  the  primary  producing  countries 
whose  exports  have  been  largely  stagnant  in  recent  years.  .As  the  exports 
of  the  primary  producing  countries  increase,  their  purchases  from  the 
United  States  and  other  industrial  countries  will  expand. 

Short-Term  Capital  Account 

Dollars  are  transferred  to  foreigners  not  only  through  deficits  in  the 
basic  accounts  of  the  United  States,  but  also  through  short-term  lending 
by  Americans  to  foreigners.  Much  of  this  lending  is  commercially  oriented 
and  often  provides  financing  for  American  exports.  During  the  first  half 
of  1961,  for  example,  a  large  part  of  the  short-term  capital  outflow'  from 
the  United  States  was  used  to  finance  an  increase  in  exports  from  the  United 
.States  and  other  countries  to  Japan.  An  increase  in  such  commercial  credit 
will  be  a  natural  consequence  of  policies  taken  during  1961  to  boost  U.S. 
exports. 
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However,  some  flows  of  short-term  capital  are  not  linked  directly  to  export 
financing.  These  flows  of  funds,  both  U.S.  and  foreign  owned,  have  in¬ 
creased  markedly  sinc«‘  the  establishment  of  external  currency  convertibility 
of  the  leading  European  countries  in  1958,  the  relaxation  of  restrictions  on 
capital  transactions  by  their  own  nationals,  and  the  re-establishment  of 
confidence  in  the  stability  of  European  currencies. 

Short-term  capital  movements  are  sensitive  to  differences  in  interest 
rates  between  major  financial  centers.  In  late  1960,  for  example,  when 
yields  on  short-term  securities  were  substantially  higher  in  C’anadian  and 
European  markets  than  in  the  United  .States,  a  significant  volume  of  U.S. 
funds  moved  abroad.  .Again  in  the  last  few  months  of  1961  substantial 
amounts  of  capital  moved  abroad  to  bimefit  from  higher  yields. 

Li(|uid  funds  also  move  in  hope  or  fear  of  changes  in  exchange  rates 
or  regulations.  For  example,  the  revaluations  of  the  German  mark  and  the 
Dutch  guilder  in  March  1961  led  to  expectations  of  further  revaluations 
and  resulted  in  large  short-term  capital  flows.  Movements  of  this  kind 
often  reflect  objective  factors  relat<*d  to  basic  balance  of  payments  positions. 
But  they  sometimes  res{x>nd  to  rumor  and  opinion  unrelated  to  the  basic 
situation. 

A  notable  feature  of  the  U.S.  balance  of  payments  in  the  past  two  years 
was  the  sharp  swing  in  the  balancing  item,  “errors  and  omissions,”  from 
a  net  inflow  through  1959  of  some  $500  million  a  year  to  a  net  outflow 
of  $650  million  in  1960  and  a  further  $400  million  in  the  first  half  of  1961. 
Preliminary  estimates  for  late  1%1  also  show  a  large  unrecorded  outflow. 
This  change  no  doubt  refl(‘cted  a  sizable  transfer  of  U.S.  capital  abroad 
and  a  withdrawal  of  foreign  private  capital,  both  of  which  moved  outside 
channels  normally  covered  by  our  recording  network. 

Flows  of  short-term  capital,  although  they  frequently  perform  a  useful 
function,  can  be  seriously  disruptive.  They  can  be  large,  sudden,  erratic, 
contagious,  and  self-reinforcing.  Monetary  authorities  are  gradually  ad¬ 
justing  their  jxilicies  and  tc'chniques  to  cope  with  these  flows.  During  the 
past  two  years,  several  steps  were  taken  to  reduce  the  incentive  to  shift 
capital  among  financial  centers.  Foremost  among  these  was  increasing 
c(X)peration  among  central  banks  to  avoid  large  differentials  in  short-term 
interest  rates  among  countries.  High  interest  rates  in  Europe  were  lowered 
in  late  1960  and  early  1961.  U.S.  monetary  policy  and  technique  have 
been  adapted  to  the  new  international  financial  environment  in  the  manner 
described  in  Chapter  1.  Although  the  Federal  Reserve  has  maintained 
generally  ea.sy  money  and  credit  conditions,  U.S.  short-term  rates  have  been 
held  above  levels  characteristic  of  previous  recession  and  recovery  periods. 

In  December  1961,  the  Board  of  Governors  of  the  Federal  Reserve  Sys¬ 
tem  and  the  Federal  Deposit  Insurance  Corporation  raised  permissible 
interest  rates  on  commercial-bank  time  deposits.  The  ceiling  rate  for 
deposits  exceeding  12  months  was  raised  from  3  percent  to  4  percent  a 
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year.  As  banks  move  rates  up  to  the  new  ceilings,  they  will  increase  the 
attractiveness  of  holding  funds  in  the  United  States. 

Finally,  the  U.S.  Treasury  has,  for  the  first  time  since  the  mid-1930's, 
engaged  in  foreign  exchange  operations  in  C(H)peration  with  foreign  central 
banks.  The  Treasury  this  year  undertook  transactions  in  Gorman  marks 
and  Swiss  francs,  both  on  a  current  basis  and  in  the  forward  exchange 
market.  The  aim  was  to  increase  the  cost  to  traders  and  investors  of  ex¬ 
change  risk  “cover’'  for  movements  out  of  dollars,  diminishing  the  in¬ 
centive  to  shift  funds  abroad  and  increasing  the  incentive  to  move  funds 
here. 

.Although  these  jwlicies  will  moderate  the  disruptive  flows  of  short-tenn 
capital,  they  cannot  eliminate  them.  Further  measures  are  therefore  needed 
to  neutralize  or  minimize  the  possible  effects  of  such  flows  on  the  interna¬ 
tional  monetaiA’  system. 

Mt^Asi'REs  To  Strengthen  the  World  Monet.\ry  System 

Stability  of  the  present  world  monetary  system  depends  upon  confidence 
in  the  value  of  the  dollar.  Therefore,  a  primary’  aim  of  the  United  States 
and  of  other  countries  must  be  to  correct  the  underlying  conditions  which 
result  in  persistent  U.S.  deficits  and  persistent  surpluses  elsewhere.  I'his 
is  fundamental,  but  it  will  take  time. 

While  policies  to  achieve  this  fundamental  adjustment  are  taking  effect, 
full  confidence  must  be  maintained  in  the  ability  of  the  United  States  to 
meet  foreign  demands  for  gold.  There  are  a  number  of  measures  which 
can  strengthen  the  “banking”  or  liquidity  position  of  the  United  States 
while  the  fundamental  adjustment  of  the  payments  [)osition  proceeds. 
Some  of  them  apply  to  the  dollar  alone;  others  are  general  measures  to 
strengthen  the  world  monetary  system.  .All  of  them  require  a  high  degree 
of  international  consultation  and  cooperation. 

One  means  of  strengthening  the  U.S.  liquidity  position,  as  well  as  its 
payments  position'  at  a  given  time,  is  to  obtain  advance  repayment  of 
long-term  debts  owed  to  the  U.S.  Government.  For  example,  in  April 
the  Federal  Republic  of  Germany  prepaid  $587  million  to  the  United 
States.  This  translated  a  long-term  U.S.  asset  partly  into  a  reduction  of 
short-term  U.S.  liabilities  and  partly  into  a  rise  in  U.S.  holdings  of  German 
marks.  The  United  States  still  has  outstanding  about  $2  billion  of  long-term 
loans  to  countries  that  have  strong  payments  positions. 

The  gross  reserve  position  can  also  be  strengthened  by  borrowing  directly 
in  foreign  currencies  from  other  governments  or  central  banks.  This  de¬ 
vice  was  employed  recently  on  a  small  scale  when  the  United  States  bor¬ 
rowed  from  Switzerland  $46  million  in  Swiss  francs  in  order  to  support 
forward  exchange  operations  of  the  Treasury'. 

Recently,  there  has  been  increasing  recognition  that,  even  when  large 
movements  of  private  short-term  capital  cannot  be  prevented,  they  can  be 
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offset  by  reverse  movements  of  official  capital.  In  March  1961,  several 
central  banks  agreed  through  the  so-called  Basle  arrangements  to  extend 
short-term  credit  to  the  United  Kingdom  to  offset  the  flight  of  private 
funds  from  London. 

Several  countries  now  consider  their  drawing  rights  on  the  International 
.Monetary  Fund  as  an  integral  part  of  their  foreign  exchange  reserves. 
In  his  Balance  of  Payments  Message  of  F'ebruary  6,  1961,  President  Ken¬ 
nedy  stated  that  “access  to  the  Fund’s  resources  must  be  regarded  as  a 
part  of  our  international  reserves”  and  that,  if  appropriate,  the  United 
States  would  use  its  drawing  rights.  I'he  drawing  from  the  Fund  of  cur¬ 
rencies  ecjuivalent  to  $!..'>  billion  by  the  United  Kingdom  in  August,  and  the 
prompt  repayment  of  $420  million  as  British  reserves  rose,  indicate  the 
flexibility  with  which  drawing  rights  on  the  Fund  can  be  used  to  supple¬ 
ment  reserves.  F'urthennore,  in  accordance  with  recent  IMF  p<ilicy,  mem¬ 
ber  countries  have  increasingly  made  drawings  in  currencies  other  than  the 
dollar,  which  the  Fund  formerly  relied  on  heavily  for  most  of  its  ojaerations. 
I'his  policy  puts  to  effective  use  the  Fund’s  holdings  of  the  currencies  of 
surplus  countries.  But  the  Fund's  holdings  of  some  of  these  currencies  may 
not  be  fully  adequate  to  meet  the  potential  demands  for  them. 

Improvement  of  the  Fund’s  access  to  the  currencies  of  the  major  in¬ 
dustrial  countries  was  discussed  at  the  annual  Fund  meeting  in  Vienna 
in  September.  It  was  announced  in  early  Januar\’  that  ten  industrial  coun¬ 
tries  have  agreed  to  lend  amounts  of  their  currencies  totaling  $6  billion, 
to  the  Fund  if  these  resources  should  be  required  to  forestall  or  cope  with 
an  impairment  of  the  international  monetar\'  system.  Availability  of  these 
special  resources  should  enable  the  Fund  better  to  perform  its  function  of 
financing  temporary  payments  deficits  in  the  interests  of  maintaining  general 
exchange  rate  stability. 

In  his  February  Message  the  President  said,  “Increasing  international 
monetary  reserves  will  be  required  to  supp)ort  the  ever-growing  volume 
of  trade,  serv'ices  and  capital  movements  among  the  countries  of  the  free 
world.  Until  now  the  free  nations  have  relied  upon  increased  gold  pro¬ 
duction  and  continued  growth  in  holdings  of  dollars  and  pounds  sterling. 
In  the  future,  it  may  not  always  be  desirable  or  appropriate  to  rely  entirely 
on  these  sources.  We  must  now,  in  cooperation  with  other  lending  countries, 
begin  to  consider  ways  in  which  international  monetary  institutions — 
especially  the  International  Monetary’  Fund — can  be  strengthened  and 
more  effectively  utilized,  both  in  furnishing  needed  increases  in  reserves,  and 
in  providing  the  flexibility  required  to  support  a  healthy  and  growing  world 
economy.” 

The  agreement  to  supplement  the  resources  of  the  Fund  is  an  impor¬ 
tant  step  toward  strengthening  the  international  monetary  system  to  meet 
the  demands  which  the  continuing  economic  progress  of  the  free  world 
will  place  upon  it  in  the  future. 
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Finally,  the  newly  created  Organization  for  Economic  Ccxiperation  and 
Development,  comprising  18  European  countries,  the  United  States,  and 
Canada,  provides  a  continuing  forum  in  which  payments  imbalances  and 
internal  or  international  monetary  problems  of  concern  to  all  members  as 
well  as  trade,  development  aid  and  other  matters  of  common  interest-  -can  b<' 
discuss(‘d  frankly  and  constructively.  Still  another  forum  for  int»‘rnational 
cooperation  is  provided  by  the  monthly  meetings  of  central  bankers  at  the 
Bank  for  International  Settlements  in  Hash-,  .-\lthough  the  United  States 
is  not  a  member  of  the  Hank  for  International  Settlements,  representatives 
of  the  Federal  Reseive  System  participate  informally  in  the  discussions. 

These  measures  of  cooperation  among  nations,  together  with  the  large 
gold  reserves  of  the  United  States,  give  this  country'  the  time  to  carr\'  through 
the  necessary  adjustment  in  its  balance  of  payments — and  to  carry  it  through 
in  ways  consistent  with  general  economic  expansion  at  hotne  and  abroad, 
with  promotion  of  a  world  economy  in  which  goods,  services,  and  capital 
flow^  freely,  and  with  the  responsibilities  of  world  leadership.  They  give 
us  time,  but  not  time  to  waste. 


Chapter  4 


Price  Behavior  in  a  Free  and 
Growing  Economy 

Tmf.  Objectives 

PRICE  BEHAV'IOR  embraces  both  changes  in  the  over-all  level  of 
prices  throughout  the  economy  and  changes  in  price  structure — the 
relation  of  particular  prices  to  each  other.  Changes  in  either  the  level 
or  the  structure  of  prices  have  far-reaching  influences  which  can  affect  for 
better  or  worse  the  perfonnance  of  a  free  economy.  Both  aspects  of  price 
behavior  are  closely  related  to  major  problems  which  confront  the  U.S. 
economy  today. 

Our  success  in  solving  the  international  payments  problem  (discussed 
in  the  pn*vious  chapter)  will  depend  to  a  major  extent  on  our  ability  to 
avoid  inflation.  To  recognize  this  compelling  reason  for  price  stability 
is  not  to  say  that  stable  prices  are  desirable  only  for  their  contribution  to 
the  achievement  of  equilibrium  in  our  balance  of  payments.  Even  creep¬ 
ing  inflation  has  effects  on  the  distribution  of  income  which  are  always 
capricious  and  often  cruel,  and  it  may  generate  pierverse  changes  in  the 
structure  of  prices.  Galloping  inflation  is  profoundly  disruptive  of  eco¬ 
nomic  efficiency  and  growth.  But  to  these  persisting  arguments  for  avoid¬ 
ing  inflation  is  now  added  the  pressing  and  immediate  need  to  strengthen 
the  competitiveness  of  U.S.  industry'  in  world  markets. 

International  competitiveness  is  affected  by  many  considerations,  in¬ 
cluding  quality,  variety,  service,  credit  facilities,  and  promptness  in  delivery. 
But  after  full  weight  is  given  to  these  considerations,  price  remains  at  the 
heart  of  the  matter.  The  effect  of  price  developments  on  our  international 
compietitive  position  will  not,  of  course,  be  determined  by  the  behavior  of 
U.S.  prices  alone;  what  counts  is  the  change  in  the  ratio  of  U.S.  prices  to 
the  prices  of  those  countries  with  which  we  compete  in  world  markets. 
There  is  independent  reason  to  expt'ct  in  the  next  few  years  a  moderate 
upward  price  trend  in  some  competitive  countries,  but  a  decline  in  the  ratio 
of  our  prices  to  theirs  is  obviously  more  likely  if  our  own  prices  remain  stable 
than  if  they  rise. 

Large  potential  gains  in  national  economic  welfare  are  at  stake  in  the 
course  of  price  developments  over  the  next  year  or  two.  Stable  prices — 
together  with  the  many  other  measures  to  strengthen  our  payments  position 
discussed  in  Chapter  3 — will  move  us  toward  equilibrium  in  our  inter- 

167 


national  payments.  This,  in  turn,  will  remove  a  possible  impediment  to 
the  vigorous  pursuit  of  full  employment. 

It  is  always  possible  to  strengthen  the  balance  of  payments,  at  least  for 
a  time,  by  weakening  the  economy.  Checking  and  revei-sing  the  economic 
expansion  would  reduce  our  demand  for  imports  by  reducing  our  demand 
for  all  g(X>ds  and  services.  Raising  inten*st  rates  sharply  would  probably 
attract  some  foreign  capital  to  the  United  States,  but  it  would  raise  the  cost 
and  reduce  the  volume  of  domestic  expenditures  for  new  business  plant  and 
equipment  and  residential  construction.  This  road  to  balance  of  payments 
equilibrium  endangers  the  interests  of  the  whole  Nation  and  sp)ecifically  the 
interests  both  of  labor  and  of  business;  for  the  fonner  it  increases  unemploy¬ 
ment,  while  for  the  latter  it  lowers  profits.  Both  groups  stand  to  gain 
from  price  level  stability,  which  lays  the  foundation  for  the  harmonious 
coexistence  of  balance  of  payments  equilibrium  with  full  employment  and 
rapid  economic  growth. 

Price  level  stability  dot's  not,  of  course,  require  stability  of  all  prices. 
On  the  contrarv',  the  structure  of  relative  prices  constitutes  the  central 
nerv’ous  system  of  a  decentralized  economy.  Changing  relative  prices 
are  the  signals  and  stimuli  which  foster  the  efficiency  and  guide  the  growth 
of  such  an  economy. 

Changing  relative  prices  serve  to  ration  scarce  goods  and  ser\  ices.  They 
encourage  consumers  and  business  firms  to  economize  on  the  use  of  things 
which  have  grown  scarcer,  and  to  use  more  freely  those  things  which  have 
become  more  abundant.  They  attract  resources  into  the  production  of  those 
things  for  which  demand  has  increased,  and  encourage  the  outflow  of 
resources  from  the  production  of  things  for  which  demand  has  declined. 
They  provide  generous  rewards  to  innovators,  and  then  assure  that  the 
benefits  arising  from  innovation  are  widely  diffused  throughout  the  economy. 
They  direct  economic  activity  into  the  most  productive  channels.  A 
smoothly  functioning  price  system,  while  it  cannot  solve  all  of  the  resource- 
use  problems  of  our  economy,  is  nevertheless  an  indispensable  agent  for 
reconciling  decentralized  private  decision-making  with  national  economic 
objectives. 

In  the  context  of  current  economic  policy  goals,  flexible  relative  prices 
play  an  imp)ortant  role  in  encouraging  maximum  production  and  shaping 
the  pattern  of  growth.  As  the  economy  approaches  full  utilization  of 
productive  resources,  premature  and  stubborn  bottlenecks  may  arise  in 
some  sectors  while  labor  and  capital  are  underutilized  elsewhere.  This 
danger  is  lessened  if  productive  resources  are  sufficiently  mobile  to  shift 
promptly  into  the  sectors  of  the  economy  which  are  coming  under  pressure. 
Flexible  price  and  wage  relationships  are  not  in  themselves  sufficient  to 
assure  that  capital  and  labor  will  flow  from  relatively  declining  to  rela¬ 
tively  expanding  sectors.  But  flexible  price  and  wage  relationships  can 
smooth  the  process,  both  by  signaling  the  directions  in  which  resource 
movements  should  occur,  and  by  providing  incentives  to  encourage  such 


shifts.  Prices  must  fall  as  well  as  rise,  however,  if  changing  relative  prices 
are  to  play  their  role  in  guiding  resource  movements  w’ithout  forcing  a  steady 
rise  in  the  over-all  level  of  prices. 

The  Present  Situation 
Price  Developments  in  Perspective 

The  frequent  characterization  of  the  postwar  period  as  generally  “in¬ 
flationary"  obscures  two  irnjxirtant  facts.  First,  increases  in  wholesale 
prices  were  concentrated  in  three  periods:  1946-48,  1950,  and  1955-57. 
In  the  other  9  of  the  16  postwar  years  taken  together,  the  net  movement 
of  wholesale  prices  was  downward.  Second,  since  the  middle  of  1958,  the 
wholesale  price  level  in  the  United  States  has  been  stable,  and  there  are 
signs  that  the  inflationary-  impulses  set  off  by  the  second  World  War  and 
reinforced  by  the  Korean  conflict  have  been  weakening. 

War-induced  inflation.  By  far  the  strongest  burst  of  inflation  occurred 
immediately  after  the  end  of  the  war,  and  for  obvious  reasons.  The  stock 
of  consumers’  and  producers’  durable  goods  had  been  depleted  during  the 
long  years  of  depression  and  war.  Private  debt  had  been  reduced,  and  the 
heavy  reliance  on  public  debt  financing  of  the  war  had  provided  households 
and  fimis  with  large  supplies  of  liquid  assets. 

The  result  was  a  demand  for  consumer  goods  and  plant  and  equipment 
which  far  exceeded  the  capacity  of  the  economy  to  produce  them.  Al¬ 
though  the  Federal  Government  ran  a  substantial  cash  surplus  in  the 
1946-48  period,  which  had  the  effect  of  reducing  total  demand  for  goods 
and  services,  aggregate  demand  nevertheless  outran  supply  until  late  in 

1948.  From  the  end  of  the  war  through  September  1948,  the  consumer 
price  index  rose  by  35.2  percent,  and  the  wholesale  price  index  by  54.4 
percent.  In  the  recession  which  followed,  both  consumer  and  wholesale 
prices  fell,  the  former  by  1.9  percent  between  November  1948  and  October 

1 949,  the  latter  by  6.5  percent. 

A  new  burst  of  excess-demand  inflation  was  set  off  by  the  Korean  hostil¬ 
ities.  Between  June  1950  and  February’  1951,  consumer  prices  rose  by  8.0 
percent  and  wholesale  prices  by  16.3  percent,  as  consumers  and  businesses, 
remembering  the  shortages  of  1942-45,  scrambled  to  build  up  stocks  of 
goods. 

These  two  inflationary  episodes  account  for  70  percent  of  the  increase 
in  the  level  of  consumer  prices  since  the  second  World  War,  and  more  than 
account  for  the  increase  in  the  wholesale  price  level.  Costs  rose  steeply 
in  these  jx'riods,  but  the  major  force  pulling  prices  upward  was  clearly 
pressure  of  excessive  demand  for  a  wide  range  of  products. 

Post-Korean  price  stability.  The  scare-buying  of  late  1950  and  early 
1951  drove  prices  to  a  level  from  which  a  mild  reaction  set  in.  From  mid- 
1951  to  mid- 1955,  except  for  construction  costs  and  the  index  of  services  to 
consumers,  most  price  indexes  remained  stable  or  fell.  Consumer  prices  for 
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food  and  other  commodities,  as  well  as  wholesale  price  indexes  of  farm  and 
nonfarm  commodities,  were  lower  in  mid- 1955  than  they  had  been  in  mid- 
1951,  despite  the  fact  that  large  parts  of  the  economy  had  operated  at  near 
capacity  levels  from  the  fall  of  1952  to  the  fall  of  1953. 

Construction  costs  failed  to  stabilize  in  the  post-Korean  period ;  while  the 
average  of  wholesale  prices  fell  by  5.7  percent  between  Februarv’  1951 
and  May  1955,  the  Department  of  Commerce  index  of  construction  costs 
rose  by  8.8  percent. 

Another  exception  to  this  record  of  stability  consumer  services — is  highly 
important.  Services  have  a  weight  of  about  one-third  in  the  consumer 
price  index.  Prices  of  services,  taken  as  a  group,  have  risen  in  every  year 
since  the  war,  and  have  accounted  for  much  of  the  rise  in  the  consumer 
price  index. 

Because  of  the  heterogeneous  character  of  the  services  category,  no  single 
explanation  can  account  for  the  Ix'havior  of  the  services  index.  Some 
tentative  observations  may  be  made,  however,  about  the  forces  influencing 
the  prices  of  particular  services.  Residential  occupancy  costs,  with  a  weight 
of  about  42  percent  within  the  services  category’,  include  rents,  mortgage 
payments  and  interest,  real  estate  taxes,  and  profKTty  insurance.  Rents  and 
home  prices  tend  to  be  influenced  in  the  short  run  by  the  vacancy  rate,  and 
in  the  long  run  by  changes  in  construction  costs,  interest  rates,  and  property 
taxes.  Movements  in  all  these  comjwnents  tended  to  push  the  index  upward 
in  the  postwar  period.  In  addition,  the  retention  of  rent  controls 
in  some  imp>ortant  areas  well  into  the  postwar  period  tended  to  delay 
the  adjustment  of  rents  to  market  forces.  Medical  care  service 
prices,  with  a  weight  of  about  14  percent,  have  been  rising  steeply. 
This  is  a  sector,  however,  in  which  there  has  probably  been  a 
substantial  improvement  in  the  quality  of  services.  If  it  were  possible  to 
take  account  of  quality  changes  in  the  index,  the  rate  of  increase  would  have 
been  less.  Regulated  utility  services  (telephone,  gas,  electricity,  and  water) , 
with  a  combined  weight  of  about  10  percent,  are  subject  to  substantial  price 
lags.  Depreciation  costs  recognized  for  rate-making  purjx)ses  have  tended 
to  rise  as  the  share  of  low-priced  prewar  capital  goods  in  the  rate  base  has 
diminished  and  the  share  of  higher-priced  postwar  goods  has  increased. 
Public  transportation  services  (transit  fares  and  railroad  fares),  with  a  com¬ 
bined  weight  of  about  4  percent,  may  have  been  influenced  to  a  limited  ex¬ 
tent  by  the  same  forces  mentioned  in  connection  with  regulated  utility  serv¬ 
ices,  and  to  a  further  extent  by  the  effects  of  declining  demand  on  unit  cost 
in  industries  where  overhead  costs  are  high.  Personal  care  services  (men’s 
haircuts  and  certain  beauty  parlor  services) ,  with  a  weight  of  about  3  percent, 
are  services  not  readily  susceptible  to  improvements  in  labor  productivity, 
though  wages  in  this  sector  tend  to  move  up  in  step  with  economy-wide 
trends. 

Inflation,  1955-58.  The  relative  price  stability  which  began  in  1951 
gave  way  in  1 955  to  renewed  inflationary  pressure  which  persisted  into  early 


1958.  Altliough  pricrs  rose  far  less  sharply  than  in  1946-48  or  1950-51, 
consumer  prices  rose  by  8.0  percent  from  May  1955  to  March  1958,  and 
wholesale  prices  increased  by  8.9  percent. 

In  contrast  to  the  tw’o  earlier  inflationary  bursts,  there  is  still  considerable 
uncertainty  as  to  the  causes  of  rising  prices  during  this  period.  A  simple 
explanation  running  in  terms  of  over-all  excess  demand  is  not  satisfactory. 
If  aggregate  excess  demand  prevailed  at  all,  it  existed  only  briefly  toward  the 
end  of  1955.  After  the  end  of  1955,  capacity  utilization  slackened  as  invest¬ 
ment  created  capacity  more  rapidly  than  final  demands  were  increasing. 
Employment  of  production  workers  in  manufacturing  began  to  decline  in  the 
latter  half  of  19.56  and  was  lower  in  1957  than  in  1955.  The  average  work¬ 
week  in  manufacturing  declined  over  this  period — from  40.7  hours  in  1955 
to  40.4  in  19.56  to  39.8  in  1957.  Unemployment  as  a  percent  of  the  civilian 
labor  force,  seasonally  adjusted,  dipped  below  4.0  percent  in  only  three 
months  during  the  entire  period. 

.Any  explanation  of  the  1955-58  price  expx-rience  must  give  special  weight 
to  the  fact  that  the  1955-57  boom  was  concentrated  in  durable  manu¬ 
factured  goods.  Demand  strained  production  capacity  in  the  machinery 
and  equipment  industries.  Except  for  the  third  quarter  of  1956,  in  which 
a  strike  occurred,  the  iron  and  steel  industry  op<Tated  at  a  rate  above  90 
p<Tcent  of  capacity  from  the  second  quarter  of  1955  through  the  first  quarter 
of  1957.  .Automobile  production  set  an  all-time  record  in  1955. 

In  this  sector  of  the  economy,  prices  and  wages  rose  sharply.  More  than 
three-fourths  of  the  1955-58  rise  in  the  index  of  wholesale  industrial  prices 
was  directly  attributable  to  price  increases  in  metals  and  metal  products  and 
machinery  and  motive  products  (including  motor  vehicles).  Substantial 
employment  cost  increases  were  negotiated  in  the  automobile  settlement  of 
1955  and  the  steel  settlement  of  19.56.  Both  were  three-year  agreements, 
with  the  result  that  large  wage  commitments  made  in  a  boom  environment 
became  effective  as  the  economy  was  slowing  down.  Price  and  wage  be¬ 
havior  in  this  sector  initiated  impulses  which  spread  to  other  parts  of  the 
economy,  both  via  increases  in  materials  and  equipment  cost  and  via  imita¬ 
tive  influences  in  wage  settlements. 

Elements  of  major  impKirtance  in  the  1955-58  episode  were  thus  the  ex¬ 
istence  of  relatively  high  demand,  principally  in  one  sector  of  the  economy; 
the  use  of  market  power  by  management  to  maintain  profit  margins  despite 
rising  costs;  the  exercise  of  market  power  by  labor  unions  in  an  effort  to 
capture  a  substantial  share  of  rising  profits  for  their  memlx'rship;  and  the 
transmission  of  these  developments  to  other  sectors  of  the  economy. 

One  of  the  striking  and  significant  aspects  of  the  1955-58  inflation  was 
the  leading  part  played  by  industries  which  are  imp>ortant  exporters. 
Metals,  machinery,  and  transport  equipment  make  up  about  two-thirds  of 
U.S.  exports  of  manufactures.  What  in  this  context  is  more  important, 
these  U.S.  prices  rose  faster  than  the  prices  for  similar  goods  in  foreign 
countries.  To  take  but  one  example,  between  1956  and  1958  U.S.  steel 
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prices  rose  nearly  20  percent  more  than  the  average  price  rise  in  five  other 
major  steel  exporting  countries. 

During  this  period  the  United  States  experienced  a  noteworthy  decline 
in  its  share  of  world  exports  of  manufactures — from  30  percent  in  1956  to 
27/2  percent  in  1958.  The  decline  was  even  sharper  for  some  product 
groups;  the  U.S.  share  of  world  exports  of  iron  and  steel  products,  for  ex¬ 
ample,  declined  from  19  percent  to  14  percent.  The  relative  increase  in 
U.S.  prices  probably  contributed — along  with  the  rapid  postwar  growth  in 
capacity  and  output  abroad — to  the  drop  in  American  export  shares. 

Price  behavior  since  1958.  Since  mid- 1958,  there  has  been  stability  on 
the  average  in  the  prices  of  commodities  at  wholesale  and  retail,  with  a 
continuing  upward  trend  in  consumer  service  prices.  This  record  of  relative 
price  stability  is  in  part  the  result  of  widespn-ad  excess  capacity  in  the  last 
few  years,  but  it  may  also  reflect  a  weakening  of  lagged  price  responses  to  the 
sharply  inflationary  episodes  of  1 946-48  and  1 950-5 1 . 

An  important  element  in  the  cessation  of  inflationarv’  pressure  has  been 
the  stability  shown  in  the  prices  of  metals  and  machinery.  The  index 
of  metal  and  metal  products,  which  rose  by  17  percent  from  the  beginning  of 
1955  to  the  end  of  1956,  and  drifted  irregularly  upward  through  late  1959, 
has  since  remained  below  its  1959  high.  The  index  of  machinery  and 
motive  products,  which  rose  by  22  percent  from  January  1955  to  September 
1959,  has  also  been  stable  since  then.  Steel  prices  were  raised  once  a  year 
in  the  period  1952-58,  for  a  total  increase  of  50  percent,  but  have  not  been 
raised  since  1958. 

Movements  in  construction  costs  are  in  sharp  contrast  to  this  pattern 
of  price  stability.  After  increasing  against  the  general  price  trend  over 
1951-55,  they  rose  10.5  percent  from  May  1955  through  March  1958 — 
an  increase  significantly  greater  than  the  8.9  percent  rise  in  the  wholesale 
price  level  over  the  same  period.  From  March  1958  through  December 
1961,  the  increase  was  5.8  percent. 

As  Chart  13  shows,  a  period  of  stability  in  tbe  wholesale  price  index 
tends  to  be  a  period  of  slow  rise  in  the  consumer  price  index  and  in  the 
implicit  price  index  for  GNP.  The  reason  for  the  divergent  behavior  of 
consumer  prices  is  primarily  the  service  component  already  disrussed;  the 
price  index  for  GNP  rises  because  of  the  methods  of  measurement  used  for 
the  government  sector  (in  which  no  allowance  is  made  for  productivity 
increase),  and  for  plant  and  equipment  spending  (where  only  partial  allow¬ 
ance  is  made  for  quality  change). 

The  chart  also  calls  attention  to  an  important  difference  between  price 
behavior  in  the  1961  recovery  and  in  the  recovery  of  1958.  In  1958,  sta¬ 
bility  in  the  wholesale  price  index  resulted  from  a  significant  reduc¬ 
tion  in  the  prices  of  farm  products  and  processed  foods,  balanced  by  a  rise 
in  industrial  prices.  In  the  first  10  months  of  recovery  in  19.58-59,  the 
index  for  industrial  commodities  rose  by  1.8  percent.  By  contrast,  in  1961, 
the  index  of  industrial  prices  fell  by  0.3  percent  between  February  and 
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December,  reinforcing  rather  than  offsetting  a  fall  of  1.9  percent  in  farm 
and  food  prices.  In  all  of  the  previous  postwar  recoveries,  by  contrast, 
the  index  of  wholesale  industrial  prices  rose  over  the  first  10  months  of 
recovery. 

From  the  recession’s  turning  point  in  February,  through  November,  con¬ 
sumer  prices  rose  by  0.6  percent.  While  this  was  a  greater  increase  than  the 
0.2  percent  by  which  the  index  rose  in  the  first  9  months  of  recovery  from 
the  1958  trough,  the  difference  in  performance  is  attributable  to  move¬ 
ments  in  the  retail  food  index,  which  fell  more  sharply  after  the  1958 
upturn  than  in  1%1.  The  behavior  of  other  major  comjx>nents  was  sim¬ 
ilar  in  the  two  recoveries,  except  for  rents,  which  rose  slightly  more  in  1958 
than  they  did  in  1961. 

More  than  three-fourths  of  the  rise  in  consumer  prices  during  1961  was 
attributable  to  higher  service  prices,  particularly  advances  for  health  insur¬ 
ance  and  other  health  services,  movie  admissions,  rent,  and  public  trans¬ 
portation.  Moderating  the  rise  in  the  service  price  index  were  lower 
average  mortgage  interest  rates  and  stable  average  prices  for  utilities. 

Wage  and  Cost  Developments  in  Perspective 

Wages  and  salaries  are  at  the  same  time  the  principal  cost  to  employers, 
the  main  source  of  income  to  employees,  and  the  major  source  of  demand 
to  the  economy  as  a  whole. 

If  living  standards  are  to  rise  over  time,  real  wages  must  increase.  Sta¬ 
bility  in  the  general  price  level  means,  therefore,  that  average  money  wage 
rates  should  follow  a  generally  rising  path.  As  output  per  man-hour  in¬ 
creases,  rising  money  wage  rates  can  he  absorbed  into  stable  labor  costs 
per  unit  of  output.  So  long  as  unit  labor  costs  do  not  increase,  rising  wages 
are  fully  compatible  with  stability  in  the  price  level. 

Whatever  its  cause,  a  rising  price  level  is  characteristically  accompanied 
by  a  rate  of  wage  increase  in  excess  of  the  rate  of  increase  in  output  per 
man-hour.  It  is  quite  true,  of  course,  that  when  employment  costs  per 
man-hour  rise  more  rapidly  than  output  per  man-hour,  prices  sooner  or 
later  will  increase.  But  it  is  equally  true  that,  when  prices  are  pulled  up 
by  excess  demand,  competition  for  labor  will  tend  to  raise  employment 
costs  per  man-hour  faster  than  output  per  man-hour  increases.  Thus  wage 
increases  will  tend  to  outstrip  productivity  increases  both  when  the  infla¬ 
tionary  pressures  arise  from  cost  and  when  they  arise  from  demand.  The 
mere  coexistence  of  rising  prices  and  wages  rising  faster  than  productivity 
tells  nothing  about  causation. 

Postwar  wage  changes.  While  wages  rose  throughout  the  postwar  period, 
they  rose  more  rapidly  in  the  first  part  of  the  period  than  in  more  recent 
years.  The  primary  cause  of  the  most  rapid  increases  lies  in  the  excess 
demand  which  was  the  legacy  of  the  second  World  War  and  which  arose 
again  during  the  Korean  mobilization.  Hourly  compensation  in  manufac¬ 
turing  increased  at  an  average  rate  of  nearly  7  percent  a  year  between  1947 
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and  1953;  the  rate  of  increase  fell  to  5  percent  between  1953  and  1957,  and 
to  less  than  4  percent  between  1957  and  1961  (Table  20).  The  period 
1947-53,  of  course,  included  most  of  the  two  war-induced  inflationary 
booms. 


Table  20. — Chant^fs  tn  compmsation  and  productivity  in  all  private  nona^ricultural  industries 
and  in  manujacturing  industries,  7947  to  1961 


Item 


Prlvste  nonsKiloultural  Industries,  all  employees: 

•Averaue  hourly  compensation  > . 

Output  ivr  man-hour . 

Manutecturlnf;  Industrle-s,  all  employees: 

Average  hourly  compen.sation  « . 

Output  per  man-hour . 

Manufacturing  industries,  production  workers 

Aver;»ge  gross  hourly  earnings . 

Average  hourly  earnings  adjusted  to  exclude  overtime  and  inter¬ 
industry  shifts . 


Percentage  change  per  year 


1M7 

to 

1961  > 

1947 

to 

1953 

1953 

to 

1957 

1957 

to 

1961  1 

5  1 

6.2 

4.6 

4  0 

2.5 

2.7 

2.3 

2.5 

5.5 

6.8 

.5.0 

3.9 

2.9 

3.2 

1.8 

3.7 

4.7 

6  1 

4  2 

3  1 

4  7 

5.9 

4  2 

3.4 

•  Preliminary. 

>  Wages  and  siklaries  of  all  employees  and  sujkplements  to  wages  and  salaries  such  as  employer  contribu¬ 
tions  for  social  insurance,  for  ikrivatc  t>eiision,  health,  and  welfare  funds,  for  injuries,  for  jmy  of  the  military 
reserve,  etc. 

Sources:  Oepartment  of  Commerce  and  Itepartment  of  I.abor. 


In  the  post-Korean  years — a  period  which  included  three  of  the  four 
postwar  nxessions — over-all  demand  conditions  played  a  less  decisive  role 
in  wai^e  behavior.  I'he  movement  of  wap;es  during  this  pieiiod  reflected  in 
part  the  power  exercised  in  labor  markets  by  strong  unions  and  the  power 
piossessed  by  large  companies  to  pass  on  higher  wage  costs  in  higher  prices. 
.Mthough  the  high  demand  of  the  1955-57  period  was  concentrated  in  the 
area  of  durable  manufactures,  wages  also  rose  by  substantial  increments  in 
some  less  prosperous  but  highly  organized  industries. 

The  post-Korean  years  were  marked  by  the  coincidence  of  relatively  large 
wage  increases  with  declines  in  industry  employment.  Table  21  illustrates 
these  developments  as  they  are  reflected  in  changes  in  average  hourly  earn¬ 
ings  and  the  number  of  production  workers  for  selected  industries.  Earn¬ 
ings  in  textiles  and  apparel,  typically  lower  than  the  average  for  all 
manufacturing  industries,  fell  further  behind  during  the  years  1954-61. 
Workers  in  retail  trade  received  percentage  wage  increases  equal  to  the 
average  of  those  in  manufacturing;  the  initial  low  wage  level  and  the  increase 
in  employment  in  retailing  suggest  that  this  rise  in  wages  reflects  pres¬ 
sure  of  demand.  Construction  worker  employment  increased,  and  wages 
rose  more  than  the  average  for  manufacturing;  indeed,  over  the  entire 
p>ostwar  period,  average  hourly  earnings  in  construction  have  risen  more 
than  100  percent  against  a  rise  of  80  percent  for  production  workers  in 
manufacturing.  In  manufacturing  and  mining,  unionization  was  undoubt- 


Table  21. — Changes  in  average  hourly  earnings  and  employment  of  production  workers  in 
selected  industries,  September  7954  to  September  7967 


Industry 

Average  hourly 
earnings  (dollars) 

Employment 

(thousands) 

Percentage  change, 
September  19.54  to 
.September  1961 

Septem¬ 
ber  19.M 

Septem¬ 
ber  1961 ' 

Septem¬ 
ber  19.54 

Septem¬ 
ber  1961 1 

Average 

hourly 

earnings 

Employ¬ 

ment 

Manufacturing  * . 

1.78 

2.33 

12.821 

12.  407 

31 

-3 

Blast  furnaces  and  basic  steel  products. 

2.29 

3. 17 

.537 

513 

38 

-4 

Motor  vehicles  and  equipment . 

2.24 

2.84 

479 

470 

27 

-2 

Flat  (tlass . 

2.  49 

3.  16 

26 

25 

27 

-4 

Fabricated  metals . 

1.89 

2.48 

835 

839 

31 

(•) 

Metal  cans . 

1.98 

2.91 

55 

.54 

47 

-2 

Petroleum  reflnlnit . 

2.  42 

3.21 

142 

108 

.33 

-24 

Tires  and  Inner  tubes . 

2. 25 

3.  13 

84 

75 

39 

-11 

Textile-mill  products . 

1.35 

1.64 

9.V5 

804 

21 

-16 

.Apparel  and  related  products . 

1.38 

1.65 

1.065 

1.082 

20 

2 

Bituminous  coal  mlnln^t . 

2.41 

3. 15 

1  201 

128 

31 

-36 

Contract  construction . 

2.40 

3.22 

2,489 

2,603 

34 

5 

Class  I  railroads . 

1.94 

2.69 

*  1,064 

•  723 

39 

'  -32 

Retail  trade  * . 

1.30 

j  1.70 

1  5,  .589 

6.096 

31 

'  9 

■  Includes  data  for  Alaska  and  Hawaii. 

>  Also  Includes  industries  not  shown  separately. 

•  Increase  of  less  than  0.5  percent. 

♦  Data  relate  to  all  employees. 

>  Excludes  eating  and  drinking  places. 

Note.— Data  relate  to  production  workers  or  nonsupervisory  employees,  except  as  noted. 

Source:  Department  of  Labor. 

cdly  a  factor  in  the  increase  in  wages  during  a  period  of  declining  employ¬ 
ment;  the  above-average  increase  in  wages  in  construction  reflects  both 
unionization  and  the  stimulus  of  strong  demand. 

The  effect  of  unionization  is  also  reflected  in  the  contrast  between  earnings 
and  employment  of  salaried  workers  in  manufacturing  and  those  of  pro¬ 
duction  workers  in  manufacturing  over  the  period.  Although  aggregate 
salaries  in  manufacturing  have  risen  twice  as  rapidly  as  aggregate  wages, 
annual  disbursements  per  worker  for  salaried  workers  increased  at  an  average 
rate  of  only  3.8  percent  a  year  during  the  period  1947-61,  while  disburse¬ 
ments  jjer  production  worker  increased  at  a  rate  of  4.9  percent.  At  the 
same  time,  the  number  of  salaried  workers  was  increasing  at  a  rate  of  3.7 
percent  a  year,  and  the  number  of  production  workers  declining  at  a  rate 
of  0.5  percent. 

Recent  wage  developments.  Although  wages  and  fringe  benefits  have 
continued  to  increase  throughout  the  economy,  the  rate  of  increase  in 
hourly  earnings  in  manufacturing  has  declined  steadily  since  1957.  The 
decline  has  been  not  only  steady  but  large;  as  Table  22  demonstrates,  the 
rate  of  increase  in  adjusted  hourly  earnings  has  fallen  by  one-half  since 
195,5-56.  These  percentage  movements  are  consistent  with  recent  declines 
in  median  wage  increases,  measured  in  cents  per  hour,  under  major 
collective  bargaining  contracts.  These  are  shown  in  Table  23. 
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Tabi.e  22.— Changes  in  average  hourly  earnings  and  hourly  compensation  in  manufacturing  industries, 

7955  to  1961 


Period 

Percentage  Increase 

.Adjusted  hourly  earnings  > 

Average  hourly  compen¬ 
sation  > 

Current 

prices 

Constant 
prices  • 

Current 

prices 

Constant 
prices  > 

19M  to  1956 . 

■■1^1 

■■■11 

IHBI 

1956  to  1957 . 

1957  to  1958 .  . . . 

1958  to  19.59 . 

19.59  to  1960 . 

1960  to  1961 « . 

'  Wages  of  production  workers  adjusted  to  exclude  overtime  and  Interindustry  shifts. 

*  Wages  and  salaries  of  all  employees  and  supplements  to  wages  and  salaries  such  as  employer  contribu¬ 
tions  for  social  In.surance,  for  private  pension,  health,  and  welfare  funds,  for  injuries,  for  pay  of  the  military 
reserve,  etc. 

>  Preliminary. 

Sources;  Department  of  Commerce  and  Department  of  Labor. 


Table  23. — Median  hourly  wage  increases  negotiated  or  effective  in  major  collective 
Sargaining  situations,  1956-61 


Year  j 

Median  he 
Increase! 

Negotiated 
during  year 

lurly  wage 

1  (cents) 

Negotiated 
or  effective 
during  year 

1956 . 

10.7 

10.  8 

1957 . 

10.6 

12  7 

1958 . 

8.8 

12.  6 

1959 . 

8.8 

8.8 

1960 . 

8.  7 

0.4 

1961  1 . 

7.0  , 

8.0 

■  Preliminary. 

Note.— Data  are  limited  to  major  collective  bargaining  situations  (generally  those  affecting  l,0(X)or  more 
workers)  in  manufacturing  and  selected  nonmanufacturing  industries.  The  latter  exclude  construction, 
the  service  trades,  finance,  and  government. 

Source:  Department  of  I-abor. 

Further  evidence  of  this  decline  in  the  magnitude  of  wage  increases  is 
presented  in  Table  24.  This  table  shows,  for  1959-61,  an  increase  in  the 
number  of  workers  affected  by  zero  or  negative  wage  changes  and  a  decline 
in  the  number  of  workers  receiving  large  percentage  wage  increases  in 
major  negotiations.  The  percentage  of  employees  receiving  wage  increases 
of  3/2  percent  or  more  declined  from  64  percent  in  1959  to  35  percent  in 
1%1. 

Smaller  percentage  ikicreases  in  hourly  wages  do  not  necessarily  imply 
smaller  percentage  increases  in  real  wages.  In  recent  years,  annual  in¬ 
creases  in  consumer  prices  have  tended  to  become  smaller  and  thus  have 
offset,  to  some  extent,  lower  rates  of  increase  in  adjusted  hourly  earnings 
and  total  hourly  compensation  in  manufacturing. 
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I'abi  V.  24. — F.mployfts  qfffcUd  by  major  colUctivr  hargatntng  nfgotiations ,  by  wage  change,  J95Q-61 


Wagp  ohangp 

IU5tt 

IWiO 

1961  1 

Thousands 
of  em¬ 
ployes 

IVrivnt 
of  total 

Thousands 
of  ein- 
ployiH-s 

I’erent 
of  total 

Thou.sands 
of  em- 
ploye»*s 

t’erent 
of  total 

Total  emplovees  afftn-teil . 

3,343 

100 

4.  ,■>08 

100 

3.  m) 

100 

\o  wage  change . 

111 

3 

101 

4 

234 

7 

1  )»HTt‘ase  in  wages . 

4 

(>) 

2 

(») 

17 

(>) 

IniTcas*'  in  wages . 

3.22S 

»7 

4.314 

Ofi 

3,3.50 

03 

t'nder  2H  fierci-nt . 

2.M 

s 

W4 

22 

1,005 

30 

2H  and  under  3  .  . 

lUS 

6 

414 

» 

025 

17 

3  and  under  3}i  . 

5»7 

IK 

I.  I3I 

25 

38.5 

11 

3,tx  and  over . .  . 

2. 144 

04 

l,7fi3 

3« 

1,245 

35 

Not  st>*‘cifle<l  or  comtiuted . . 

34 

1 

11 

(.) 

. 

'  Preliminary. 

*  I>ess  than  0.5  percent. 

Note.— Data  relate  to  chan(te.s  negotiated  during  the  year.  They  exclude  chanites  negotiated  in  earlier 
years  (i.e.,  deferre<l  increas*\s)  and  cost-of-living  escjilator  adjustments. 

Data  are  limite<l  to  major  collective  bargaining  situations  (generally  those-  affecting  I.OtXtor  more  workers) 
in  manufacturing  and  selected  nonmanufacturing  industries.  The  latter  exclude  construction,  the  se-rvice 
trades,  finance,  and  government. 

Detail  will  not  ne-cessarily  add  to  totals  t>eoaus«'  of  rounding 

Source:  Deiwrtment  of  I.aibor. 

For  example,  in  19.%-57,  a  5.1  percent  rise  in  adjusted  hourly  earnings 
(as  shown  in  Table  22  i  was  translated  into  an  increase  of  only  1.7  percent 
in  real  adjusted  hourly  earnings  because  consumer  prices  rose  by  3.4  per¬ 
cent.  In  1959-60,  on  the  other  hand,  money  earnings  increased  by  only 
3.3  percent,  but  real  earnings  rose  by  1.8  percent  because  of  a  slower  rise 
in  consumer  prices.  Similarly,  total  hourly  compensation  in  money  tenns 
increased  by  6.0  percent  in  1956-57  and  bv  only  4.1  percent  in  1958  59; 
however,  as  a  result  of  differences  in  price  movements,  the  percentage  rise 
in  real  comp)ensation  was  greater  in  the  second  period  than  in  the  first. 

The  recent  slowing  down  in  the  rates  of  increase  of  money  wages  may 
signify  a  gradual  weakening  of  some  of  the  cost  pressuies  in  the  economy. 
However,  the  continuation  of  this  trend  is  by  no  means  certain.  With  long¬ 
term  contracts,  the  industries  affected  by  negotiations  var\  considerably 
from  year  to  year,  and  the  behavior  of  average  wage  rates  in  any  year  may 
be  fortuitously  influenced  by  this  consideration.  'Fhus,  in  1960,  negotia¬ 
tions  were  concluded  in  basic  steel;  in  1961  new  long-term  agreements 
were  negotiated  in  automobiles,  automotive  parts,  meat-packing,  fann 
equipment,  and  construction.  In  1962  major  contracts  will  expire 
in  basic  steel,  aluminum,  fabricated  metals,  construction,  aircraft,  airlines, 
and  the  maritime  industry'.  It  must  also  be  remembered  that  the  period 
1957-61  was  characterized  by  relatively  high  rates  of  unemployment;  the 
test  of  wage  behavior  in  a  period  characterized  bv  stronger  demand  for 
labor  is  still  ahead. 

The  shares  of  uasies  and  profits.  Employee  compensation  as  a  percent 
of  corp)orate  sales  rose  somewhat  between  the  immediate  postwar  years  and 
1953-54,  but  since  then  the  employee  share  has  been  below  the  1953-54 
high  with  no  clear  trend  either  up  or  down.  This  is  shown  in  Table  25. 
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I'abi.f.  2b.~  Relation  of  employee  compensation,  profits,  and  capital  consumption  allowances  to 
sales:  All  private  corporations,  1947^1 
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•  I’rellnilnary  pstimatr<t  by  Council  of  Koonomlc  Advlwr^^. 

Notk.  The  sum  of  com()cnsation  of  employees,  profits,  nml  capital  consumption  allowances  is  a  com- 
I*aralively  small  t>erc*'ntage  of  sales  t>ecniLse  the  latter  includes  all  sales  made  hy  firms  to  other  firms  in 
successive  sta(f«>s  of  the  prcHliiction  process,  and,  therefore,  refl»>ct.s  a  larite  amount  of  duplication.  The 
comioinitive  relations  shown  here  would  remain  unaltensl,  however,  if  they  were  calculate<l  on  the  basis  of 
unflupllcattsl  salt's. 

Sourct'  Dejmrtment  of  Commerce  (except  as  notetl). 


Corporate  profits  after  taxes  as  a  share  of  corporate  sales  were  at  their 
highest  level  in  the  1947-50  period,  when  they  were  between  4.1  and  5.1 
{jercent  annually.  Since  1951,  the  profit-after-tax  share  has  been  lower, 
fluctuating  between  2.6  and  3.6  percent.  Throughout  the  p)eriod,  the 
profits  share  has  shown  a  clear  tendency  to  dip  in  periods  of  high  unem¬ 
ployment  and  unutilized  capacity. 

number  of  forces  were  involved  in  the  behavior  of  profits.  Unusually 
high  inventory  gains  resulting  from  bursts  of  e.xcess  demand  inflation  swelled 
the  profits  share  in  1947-48  and  1950;  this  can  be  seen  in  Table  25  by 
comparing  corp>orate  profits  before  taxes  with  profits  before  taxes  plus  inven¬ 
tory’  valuation  adjustment.  The  rate  of  Federal  corp>orate  income  taxation 
was  increased  in  two  steps  from  a  level  of  38  percent  in  1947  to  52  p)ercent 
in  1951,  where  it  stands  today;  also,  an  excess  profits  tax  was  in  effect  from 
1951  to  1953.  Failure  of  the  economy  since  the  first  half  of  1957  to  reach 
full  employment  has  tended  to  depress  the  profits  share  in  recent  years. 

Corj)orate  capital  consumption  allowances  (principally  depreciation 
charges)  have  risen  steadily  throughout  the  postwar  p>eriod  as  a  share  of 
corporate  sales.  One  explanation  of  this  trend  is  the  fact  that  depreciation 
charges  immediately  after  the  war  were  based  upion  prewar  prices  of  capital 
goods,  and  were  thus  further  out  of  alignment  with  the  replacement  cost  of 
business  plant  and  equipment  than  they  are  today.  In  other  words,  as 
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compared  with  recent  vears,  corporate  profits  in  the  earlier  postwar  years 
w'ere  relatively  overstated  and  depreciation  charges  relativelv  understated. 
.\lso,  the  rise  in  depreciation  charges  is  related  to  the  Korean  accelerated 
tax  amortization  propram,  and  to  the  more  penerous  depreciation  formula 
enacted  in  the  Revenue  Act  of  1954. 

Corporate  profits  after  taxes  plus  capital  consumption  allowances — “cash 
flow” — have  shown  considerable  stability’  in  relation  to  sales,  particularly  if 
allowance  is  made  for  the  larpe  inventory  pains  of  1947  48  and  1950.  This 
is  shown  in  the  last  column  of  Table  25.  Cash  flow  is  of  course  not  the 
same  as  net  profits:  onlv  a  part  of  it  is  return  on  investment,  and  the  re¬ 
mainder  is  an  element  of  eost.  But  eash  flow  is  a  sipnificant  measure  as  an 
indieation  of  potential  availability  of  internally  penerated  funds  for  the 
finaneinp  of  investment. 


Thk  Outlook  for  Prick.s 

.\lthouph  over-all  excess  demand  is  unlikely  to  develop  in  1902  and  cost- 
price  developments  in  the  past  year  were  favorable  to  continued  price 
stability,  the  economic  future  can  never  he  predicted  with  certainty.  Un- 
exp>ected  inflationary  pn’ssures  could  emerpe  from  any  one  of  several 
sources:  scare-buyinp  induced  by  a  national  security  crisis,  the  emerpence 
of  major  bottlenecks  caused  by  shifts  in  the  pattern  of  demand,  price  in¬ 
creases  for  imported  raw  materials,  exercise  of  market  power  by  manape- 
ment  or  labor  to  increase  their  shares  of  the  national  income,  or  other  causes 
which  lie  at  least  within  the  realm  of  |x>ssibility. 

Nevertheless,  a  review  of  the  relevant  statistical  and  analytical  evidence 
pives  some  prounds  for  optimism  on  the  outlook  for  price  behavior  in  the 
months  ahead — thouph  the  evidence  cannot,  of  course,  be  conclusive. 

Chanpes  in  the  wholesale  price  index  are  more  closely  related  to  our  inter¬ 
national  competitiveness  than  are  ehan<Tes  in  the  consumer  price  index  or  the 
GNP  implicit  price  index.  The  consumer  price  index  is  heavily  influenced 
by  chanpes  in  the  prices  of  consumer  services  and  in  wholesale  and  retail 
marpins,  which  do  not  directly  afTect  our  international  trade,  and  it  does  not 
encompass  producers'  durable  equipment,  which  is  a  major  component  of  our 
foreipn  trade.  On  the  other  hand,  the  all-inclusive  GNP  implicit  price  index 
includes  major  components  which  do  not  enter  directly  into  international 
trade,  such  as  consumer  services  and  povernment  services.  As  noted  earlier 
in  this  chapter,  stability  in  the  wholesale  priee  index  is  likely  to  be  assoeiated 
with  a  slow  rise  in  the  consumer  price  index  and  a  sliphtly  preater  rise  in 
the  GNP  implicit  price  index. 

At  the  present  time,  we  are  on  the  plateau  of  a  period  of  price  sta¬ 
bility.  Wholesale  prices  have  been  stable  for  over  S/j  years,  and  wholesale 
industrial  prices  (excludinp  farm  and  food  prices)  have  been  stable  for  more 
than  2/2  years.  Both  the  wholesale  price  index  and  wholesale  industrial 
priees  were  lower  in  December  1961  than  at  the  cyclical  trouph  in  February. 
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'I'his  was  the  first  of  the  four  postwar  recoveries  in  which  wholesale  indus¬ 
trial  prices  fell  during  the  first  10  months  of  recovery. 

Recent  wage  changes  have  been  consistent  with  these  price  developments. 
As  indicated  earlier,  annual  wage  increases  in  manufacturing  have  been 
declining  for  several  years.  The  index  of  wage  and  salary  cost  per  unit  of 
output  in  manufacturing  changed  little  from  the  cyclical  peak  in  July  1957 
to  the  peak  in  May  1960;  by  contrast,  there  were  substantial  peak-to-jaeak 
increases  from  1948  to  1953  and  from  1953  to  1957. 

Such  encouragement  as  may  be  derived  from  these  recent  price  and  wage 
trends  must  be  ternjK'red  by  the  realization  that  they  do  not  provide  full 
protection  for  fixed-income  recipients,  and  relate  mainly  to  a  period 
characterized  by  excess  unemployment  and  productive  capacity.  The 
U.S.  economy  last  exjjerienced  full  employment  in  the  first  half  of 
1957;  the  recovers’  of  1958-60  stopped  well  short  of  full  employment. 
While  some  significance  can  be  attached  to  the  fact  that  adjusted  hourly 
earnings  in  manufacturing  increased  slightly  less  in  1959,  a  year  of  re¬ 
covery',  than  in  1958,  a  cyclical  trough  year,  and  from  the  further  fact  that 
wholesale  industrial  prices  fell  during  the  1961  recovery’,  the  behavior  of 
wages  and  prices  in  a  period  of  sustained  slack  is  an  insufficient  basis  for 
inference's  about  price-wage  be-havior  when  the  economy  is  moving  up 
toward  full  employment. 

Other  considerations  provide  somewhat  firmer  grounds  for  optimism. 
.As  indicated  in  the  analysis  of  Chapter  1,  the  continued  recovery  of  the 
economy  in  1962  is  not  likely  to  create  major  supply  bottlenecks  or  to 
reach  a  state  of  over-all  excess  demand.  The  supply  outlook  for  major  im¬ 
ported  raw’  materials  does  not  suggest  that  an  inflationary’  stimulus  will 
originate  in  this  quarter. 

Foreign  competition  in  the  last  few'  years  has  injected  a  powerful  price¬ 
restraining  force  into  the  U.S.  economy.  We  are  now  faced  with 
sharp  competition  from  imports  in  our  domestic  markets  and  from  the 
exports  of  other  industrial  countries  in  our  traditional  export  markets. 
C-ompetition  of  any  kind,  internal  or  external,  provides  strong  discipline  for 
prices;  the  effects  of  foreign  competition  are  stronger  than  might  be  sug¬ 
gested  by  the  absolute  size  of  foreign  trade  in  our  economy.  The 
response  to  import  competition  itself  tends  to  limit  imports,  so  that  the 
volume  of  realized  imports  is  not  a  full  measure  of  the  force  exerted  by 
foreign  competition.  Moreover,  conventional  views  as  to  appropriate 
shares  of  markets  have  great  weight  in  pricing  and  other  decisions.  The 
number  of  foreign  automobiles  imported  never  amounted  to  as  much  as  1 1 
percent  of  sales  in  the  United  States,  and  yet  they  help)ed  to  bring  about  a 
radical  change  in  the  design  and  marketing  policy  of  a  great  industry. 

The  commodities  comp>onent  of  the  consumer  price  index,  which  in  the 
last  few  years  has  mirrored  the  stability  in  the  wholesale  price  index,  is 
likely  to  continue  to  follow  the  course  of  wholesale  prices  in  the  months 
ahead.  I'he  services  comjwnent,  which  has  risen  steadily  since  the  war 
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will  probably  continue  to  do  so.  There  are  some  favorable  sie^ns,  however, 
which  may  indicate  a  slowing  down  in  the  rise  of  the  prices  of  serv’ices. 
The  great  postwar  expansion  in  the  housing  supplv  and  higher  vacancy 
rates  seem  to  have  slowed  down  the  rise  in  rents.  .Mso,  movements  in  the 
rates  charged  by  public  utilities  subject  to  rate  regulation  should  reflect 
increasingly  the  narrowing  of  the  gap  between  original  cost  and  replace¬ 
ment  cost  of  capital  goods  included  in  the  rate  base. 

The  slowing  down  since  1957  in  the  upward  creep  of  consumer  prices 
has  reduced  the  effects  on  wages  of  cost  of  living  escalator  provisions  in  labor 
contracts,  and  may  moderate  somewhat  the  pressure  of  employees  for  large 
wage  increases.  It  is  also  worthy  of  note  that  escalator  provisions  have 
been  eliminated  from,  or  modified  in,  a  number  of  collective  bargaining 
agreements. 

Developments  in  the  steel  industry'  in  1961  were  propitious  for  the 
continuation  of  price  stability.  Steel  prices  at  the  end  of  the  year  were 
slightly  below  the  level  of  the  end  of  1958.  This  was  a  striking  shift  in 
trend  for  an  industry  in  which  prices  had  risen  at  the  average  rate  of  5.8 
percent  a  year  from  1940  to  1958. 

In  early  1960,  the  steel  industry,  after  a  long  strike,  reached  a  wage 
settlement  with  the  Steelworkers  Union  which  provided  for  an  estimated 
3.7  percent  annual  increase  in  employment  cost  per  worker.  Though  still 
somewhat  above  the  over-all  trend  rate  of  productivity  increase,  this  was  a 
considerably  smaller  settlement  than  the  1956  contract,  the  cost  of  which  was 
estimated  at  8  percent  a  year. 

Under  the  1960  contract,  a  wage  increase  was  scheduled  to  take  effect 
on  October  1,  1961.  Confronted  on  one  side  with  increasing  foreign  compt'- 
tition,  stronger  rivalry'  with  substitutes,  and  intraindustry  price  shading,  and 
on  the  other  with  an  increase  in  wage  rates,  steel  companies  were  rejwrted 
in  the  press  to  be  weighing  the  desirability  of  an  October  1  price  increase. 
In  this  setting,  the  President  on  September  6  addressed  a  letter  to  the  heads 
of  the  12  largest  steel  companies.  Urging  them  to  preser\e  price  stability, 
the  President  stressed  the  damaging  impact  of  a  steel  price  increase  on  the 
balance  of  payments.  “Steel  is  a  bellwether,”  he  said,  “as  well  as  a  major 
element  in  industrial  costs.  A  rise  in  steel  prices  would  force  price  increases 
in  many  industries  and  invite  price  increases  in  others.” 

The  President  siiid : 

In  emphasizing  the  vital  imp>ortance  of  steel  prices  to  the  strength  of  our 
economy,  I  do  not  wish  to  minimize  the  urgency  of  preventing  inflationarv- 
movements  in  steel  wages.  I  recognize,  too,  that  the  steel  industry,  by  ab¬ 
sorbing  increases  in  employment  costs  since  1958,  has  demonstrated  a  will  to 
halt  the  price-wage  spiral  in  steel.  If  the  industry  were  now  to  forego  a  price 
increase,  it  would  enter  collective  bargaining  negotiations  next  spring  with  a 
record  of  three  and  a  half  years  of  price  stability.  It  would  clearly  then  be 
the  turn  of  the  labor  representatives  to  limit  wage  demands  to  a  level  con¬ 
sistent  with  continued  price  stability.  The  moral  position  of  the  steel  industry 
next  spring — and  its  claim  to  the  support  of  public  opinion — will  b<'  strength¬ 
ened  by  the  exercise  of  price  restraint  now. 
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A  week  later,  the  President  addressed  a  letter  to  the  President  of  the 
United  Steelworkers  of  America.  Referring  to  the  forthcoming  collective 
bargaining  negotiations,  the  President  urged  “a  labor  settlement  within  the 
limits  of  advances  in  productivity  and  price  stability.”  The  President  ex¬ 
pressed  his  confidence  that  “we  can  rely  upon  the  leadership  and  members 
of  the  Steelworkers  Union  to  act  responsibly  in  the  wage  negotiations  next 
year  in  the  interests  of  all  of  the  American  p<'ople.” 

.At  the  end  of  the  year,  steel  prices  had  not  been  raised. 

.All  of  these  considerations  suggest  that  a  resumption  of  inflation  in  the 
course  of  the  economic  expansion  foreseen  for  1962  is  not  inevitable.  As 
the  year  opens,  the  atmosphere  is  favorable  for  reasonable  price  stability. 
Whether  this  atmosphere  is  preserved  or  dissipated  will  depend  on  the  wis¬ 
dom  of  Government,  business,  and  labor,  in  evolving  policies  affecting  prices 
and  costs. 

P0LICIK.S  Affkcting  Price  Behavior 

The  Setting 

The  over-all  stability  of  prices  should  be  achieved  in  a  manner  consistent 
with  the  flexible  response  of  individual  prices  and  wage  rates  to  changes 
in  cost  and  demand  within  an  environment  of  dynamic  competition.  Thus, 
government  policies  to  promote  price  stability  must  work  to  maintain  and 
increase  the  freedom  of  the  private  economy,  not  to  limit  it.  In  peacetime, 
attempts  to  stabilize  prices  through  the  im|K)sition  of  direct  wage  and  price 
controls  or  through  interfi-rence  with  the  rights  of  employees  to  organize 
and  bargain  collectively  are  unacceptable.  Also  unacceptable  are  policies 
which  pursue  price  stability  without  regard  for  the  effects  on  employment, 
production,  and  purchasing  power.  Prices  might  be  stabilized  in  an  un¬ 
deremployed  economy;  but  to  accept  heavy  unemployment  and  persistent 
slack  as  the  necessary  cost  of  price  stability  is  to  undermine  the  vitality  and 
flexibility  of  the  economy  and  to  reduce  .American  strength. 

Competitive  beha\ior  thnmghout  the  economy  involves  more  than  rivalry 
among  firms  selling  similar  products  in  a  single  market;  it  also  involves  hard 
bargaining  between  firms  buying  and  selling  from  each  other  and  between 
finns  and  unions.  Abridgement  of  competition  may  be  evidenced  as  much 
in  jx'rmissivc  wage  increases  which  arc  simply  passed  along  in  higher  prices 
as  in  agreements  among  firms  to  divide  markets. 

Public  policies  to  encourage  economy-wide  competition  not  only  con¬ 
tribute  to  the  goal  of  price  stability;  they  also  promote  efficiency  and  the 
advance  of  productivity.  Hence,  such  policies  serve  both  the  goal  of 
economic  growth  and  the  goal  of  balance  of  payments  equilibrium.  In 
.addition,  such  policies  have  an  indepiendent  justification  in  that  they  make 
the  economy  more  responsive  to  the  demands  of  consumers  and  thereby 
improve  the  qualitative  nature  of  the  output  generated  by  the  economy  at 
rising  levels  of  activity.  Improving  the  range  of  consumer  choices  is  an 
important  facet  of  economic  progress,  and  one  that  gives  ultimate  meaning 
to  policies  of  full  employment  and  economic  growth. 
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Policies  to  Foster  Market  Competition 

Competition  in  product  markets  is  promoted  by  an  increase  in  the  num¬ 
ber  and  diversity  of  market  alternatives  available  and  by  the  removal  of 
anticompetitive  restrictions  on  business  behavior.  Examples  of  the  former 
are  reduction  of  import  barriers  and  encouragement  of  new  and  growing 
businesses.  Examples  of  the  latter  are  attempts  to  halt  tendencies  toward 
monopolization  and  to  eliminate  collusive  agreements  among  firms  through 
antitrust  policy. 

Reduction  of  import  barriers  widens  and  strengthens  competition  in  do¬ 
mestic  markets.  The  experience  of  the  European  Common  Market  has 
demonstrated  clearly  that  a  broadened  scope  for  international  competition 
tends  to  spur  cost  reduction  and  innovation  and  to  stimulate  economic 
vitality.  Two  factors  have  been  of  paramount  importance  in  the  success  of 
this  experiment.  Fii-st,  the  terms  of  the  Common  Market  agreement  were 
such  that  producers  understood  well  in  advance  the  scope  and  timetable 
of  coming  tariff  reductions  and  thus  were  able  to  prepare  for  them.  Sec¬ 
ond,  because  free  trade  policies  were  pursued  in  an  environment  of  rapid 
economic  growth,  increased  foreign  competition  was  not  so  much  a  threat 
to  existing  markets  as  an  incentive  to  respond  to  new  profit-making  oppor¬ 
tunities.  Similar  advantages  can  be  reaped  for  the  United  States  through 
the  adoption  of  the  new  foreign  trade  expansion  program  proposed  by  the 
President.  Although  imports  are  now,  and  will  remain,  a  much  smaller 
proportion  of  sales  in  our  market  than  in  Europe,  motlest  increases  in  im¬ 
ports  can  yield  competitive  benefits  to  the  U.S.  economy  out  of  proportion 
to  their  size. 

Public  policy  tow-ard  small  business  has  as  its  purpose  the  strengthening  of 
the  small  business  sector  of  the  economy  and  the  removal  of  artificial  and 
discriminatory'  barriers  to  the  profitability  and  growth  of  small  firms.  .Al¬ 
though  some  of  the  limitations  upon  small  business  participation  in  the 
economy  arise  from  technological  considerations  and  true  cost  economies 
associated  with  large  size,  important  limitations  arise  from  direct  dis¬ 
crimination  and  from  lack  of  access  to  capital,  of  widespread  market  con¬ 
tact,  and  of  information.  Programs  which  redress  these  imbalances  of 
competitive  advantage  make  possible  the  salutarv  competition  of  new  and 
growing  enterprises  throughout  the  economy.  Small  firms  are  often  par¬ 
ticularly  well-situated  to  perceive  changing  market  needs  and  production 
possibilities,  and  to  take  the  lead  in  adapting  to  them,  thus  contributing  to 
the  efficiency  and  growth  of  the  economy. 

Antitrust  policies  promote  market  competition  by  halting  tendencies  to- 
w-ard  monopolization  and  by  eliminating  unfair  methods  of  competition 
and  illegal  restraints  upon  trade.  Antimerger  actions  are  designed  to 
prevent  the  disappearance  of  independent  competitors  and  the  consequent 
impairment  of  competition.  Checking  monopolistic  price  increases  during 
periods -of  expanded  demand  is  facilitated  both  by  the  continuing  effort 
to  prevent  the  increase  of  business  concentration  and  by  the  detection 
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and  prosecution  of  market  conspiracies.  The  dissolution  of  such  con¬ 
spiracies  is  especially  important  during  periods  of  economic  expansion, 
for  it  is  during  such  periods  that  potential  competitors  find  it  easiest  to 
reach  agreement  on  market  divisions  and  price  increases.  .An  important 
by-product  of  corrective  antitrust  action  is  the  deterrent  effect  which  suc¬ 
cessful  prosecution  has  upon  other  potential  offenders.  To  the  extent  that 
potential  anticompetitive  developments  are  deterred  and  existing  competi¬ 
tive  elements  in  the  economy  preserved  and  strengthened,  antitrust  policy 
contributes  to  the  maintenance  of  competition  and  price  stability  far  more 
than  a  simple  list  of  prosecutions  would  indicate. 

riflDKPO.STS  FOR  NoMNFI.ATIONARY  WaOE  AND  PrICE  BeHAVIOR 

'I’here  are  im|X)rtant  segments  of  the  economy  where  firms  are  large  or  em- 
ployet's  ufll-organized,  or  lx>th.  In  these  sectors,  |)rivate  parties  may  exer¬ 
cise  consitlerable  discretion  over  the  terms  of  wage  bargains  and  price 
decisions.  Thus,  at  least  in  the  short  run,  there  is  considerable  room  for  the 
exercise  of  private  power  and  a  parallel  need  for  the  assumption  of  private 
res|>onsibility. 

Individual  wage  and  price  decisions  assume  national  importance  when 
they  involve  large  numbers  of  workers  and  large  amounts  of  output  directly, 
or  when  they  are  regarded  by  large  segments  of  the  economy  as  setting  a 
pattern.  Because  such  decisions  affect  the  progress  of  the  whole  economy, 
there  is  legitimate  reason  for  public  interest  in  their  content  and  conse¬ 
quences.  An  informed  public,  aware  of  the  significance  of  major  wage 
bargains  and  price  decisions,  and  equipped  to  judge  for  itself  their  compati¬ 
bility  with  the  national  interest,  can  help  to  create  an  atmosphere  in  which 
the  parties  to  such  decisions  will  exercise  their  pow-ers  responsibly. 

How  is  the  public  to  judge  whether  a  particular  wage-price  decision  is  in 
the  national  interest?  No  simple  test  exists,  and  it  is  not  possible  to  set  out 
systematically  all  of  the  many  considerations  which  bear  on  such  a  judgment. 
However,  since  the  question  is  of  prime  importance  to  the  strength  and 
progress  of  the  American  economy,  it  deserves  widespread  public  discussion 
and  clarification  of  the  issues.  What  follows  is  intended  as  a  contribution  to 
such  a  discussion. 

Mandatory  controls  in  peacetime  over  the  outcomes  of  w'age  negotiations 
and  over  individual  price  decisions  arc  neither  desirable  in  the  American 
tradition  nor  practical  in  a  diffuse  and  decentralized  continental  economy. 
Free  collective  bargaining  is  the  vehicle  for  the  achievement  of  contractual 
agreements  on  wages,  fringes,  and  working  conditions,  as  well  as  on  the 
“web  of  rules”  bv  which  a  large  segment  of  industry  governs  the  perform¬ 
ance  of  work  and  the  distribution  of  rew-ards.  Similarly,  final  price  decisions 
lie — and  should  continue  to  lie — in  the  hands  of  individual  firms.  It  is, 
however,  both  desirable  and  practical  that  discretionarx-  decisions  on  wages 
and  prices  recognize  the  national  interest  in  the  results.  The  guideposts 
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suggested  here  as  aids  to  public  understanding  arc  not  concerned  primarily 
with  the  relation  of  employers  and  employees  to  each  other,  but  rather  with 
their  joint  relation  to  the  rest  of  the  economy. 

Wages,  prices,  and  productivity.  If  all  prices  remain  stable,  all  hourly 
labor  costs  may  increase  as  fast  as  economy-wide  productivity  without,  for 
that  reason  alone,  changing  the  relative  share  of  labor  and  nonlabor  in¬ 
comes  in  total  output.  At  the  same  time,  each  kind  of  income  increases 
steadily  in  absolute  amount.  If  hourly  labor  costs  increase  at  a  slower  rate 
than  productivity,  the  share  of  nonlabor  incomes  will  grow  or  prices  will 
fall,  or  both.  Conversely,  if  hourly  labor  costs  increase  more  rapidly  than 
productivity,  the  share  of  labor  incomes  in  the  total  product  will  increase 
or  prices  will  rise,  or  both.  It  is  this  relationship  among  long-run  economy¬ 
wide  productivity,  wages,  and  prices  which  makes  the  rate  of  productivity 
change  an  important  benchmark  for  noninflationary  wage  and  price 
behavior. 

Productivity  is  a  guide  rather  than  a  rule  for  appraising  wage  and  price 
behavior  for  several  reasons.  First,  there  are  a  number  of  problems  involved 
in  measuring  productivity  change,  and  a  number  of  alternative  measures  are 
available.  Second,  there  is  nothing  immutable  in  fact  or  in  justice  about  the 
distribution  of  the  total  product  between  labor  and  nonlabor  incomes. 
Third,  the  pattern  of  wages  and  prices  among  industries  is  and  should  be 
responsive  to  forces  other  than  changes  in  productivity. 

Alternative  measures  of  productivity.  If  the  rate  of  growth  of  produc¬ 
tivity  over  time  is  to  ser\’e  as  a  useful  benchmark  for  wage  and  price  be¬ 
havior,  there  must  be  some  meeting  of  minds  about  the  appropriate  methods 
of  measuring  the  trend  rate  of  increase  in  productivity,  both  for  industry 
as  a  whole  and  for  individual  industries.  This  is  a  large  and  complex 
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subject  and  there  is  much  still  to  be  learned.  The  most  that  can  be  done 
at  present  is  to  give  some  indication  of  orders  of  magnitude,  and  of  the 
range  within  which  most  plausible  measures  are  likely  to  fall  (Table  26). 

There  are  a  number  of  conceptual  problems  in  connection  with  produc¬ 
tivity  measurement  which  can  give  rise  to  differences  in  estimates  of  its 
rate  of  growth.  Three  im|X)rtant  conceptual  problems  are  the  following: 

(1)  Over  what  time  interval  should  productivity  trends  be  measured? 
Very  short  intervals  may  give  excessive  weight  to  business-cycle  movements 
in  productivity,  which  are  not  the  relevant  standards  for  w'age  behavior. 
The  erratic  nature  of  year-to-year  changes  in  productivity  is  shown  in 
Chart  14.  Very  long  intervals  may  hide  significant  breaks  in  trends;  in¬ 
deed  in  the  United  States — and  in  other  countries  as  well — productivity 
appears  to  have  risen  more  rapidly  since  the  end  of  the  second  World  War 
than  before.  It  would  be  wholly  inappropriate  for  wage  behavior  in  the 
1960’s  to  be  governed  by  events  long  in  the  past.  On  the  other  hand, 
productivity  in  the  total  private  economy  appears  to  have  advanced  less 
rapidly  in  the  second  half  of  the  prostwar  period  than  in  the  first. 

CHART  14 

Indexes  of  Output  per  Man-Hour 
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(2)  Even  for  periods  of  intermediate  length,  it  is  desirable  to  segregate 
the  trend  movements  in  productivity  from  those  that  reflect  business-cycle 
forces.  Where  the  basic  statistical  materials  are  available,  this  problem 
can  be  handled  by  an  analytical  separation  of  trend  effects  and  the  effects 
of  changes  in  the  rate  of  capacity  utilization. 

(3)  Even  apart  from  such  difficulties,  there  often  exist  alternative  statis¬ 
tical  measures  of  output  and  labor  input.  The  alternatives  may  differ 
conceptually  or  may  simply  be  derived  from  different  statistical  sources. 
A  difficult  problem  of  choice  may  emerge,  unless  the  alternative  measures 
happen  to  give  similar  results. 

Selected  measures  of  the  rate  of  growth  of  productivity  in  different 
sectors  of  the  economy  for  different  time  periods  are  shown  in  Table  26. 
Several  measures  are  given  because  none  of  the  single  figures  is  clearly 
superior  for  all  purposes. 

The  share  of  labor  income.  The  proportions  in  which  labor  and  non¬ 
labor  incomes  share  the  product  of  industry  have  not  been  immutable 
throughout  American  history,  nor  can  they  be  expected  to  stand  forever 
where  they  are  today.  It  is  desirable  that  labor  and  management  should 
bargain  explicitly  about  the  distribution  of  the  income  of  particular  firms 
or  industries.  It  is,  however,  undesirable  that  they  should  bargain  im¬ 
plicitly  about  the  general  price  level.  Excessive  wage  settlements  which 
are  paid  for  through  price  increases  in  major  industries  put  direct  pressure 
on  the  general  price  level  and  produce  spillover  and  imitative  effects 
throughout  the  economy.  Such  settlements  may  fail  to  redistribute  income 
within  the  industry’  involved;  rather  they  redistribute  income  between  that 
industry  and  other  segments  of  the  economy  through  the  mechanism  of 
inflation. 

Prices  and  wa^es  in  individual  industries.  What  are  the  guideposts  which 
may  be  used  in  judging  whether  a  particular  price  or  wage  decision  may  be 
inflationar\'?  The  desired  objective  is  a  stable  price  level,  within  which 
particular  prices  rise,  fall,  or  remain  stable  in  response  to  economic  pres¬ 
sures.  Hence,  price  stability  within  any  particular  industry'  is  not  necessarily 
a  correct  guide  to  price  and  wage  decisions  in  that  industry.  It  is  possible, 
however,  to  describe  in  broad  outline  a  set  of  guides  which,  if  followed, 
would  preserve  over-all  price  stability  while  still  allowing  sufficient  flexibility 
to  accommodate  objectives  of  efficiency  and  equity.  These  are  not  arbitrary 
guides.  They  describe — briefly  and  no  doubt  incompletely — how  prices 
and  wage  rates  would  behave  in  a  smoothly  functioning  competitive  econ¬ 
omy  operating  near  full  employment.  Nor  do  they  constitute  a  mechanical 
formula  for  determining  whether  a  particular  price  or  wage  decision  is 
inflationary.  They  will  serve  their  purpose  if  they  suggest  to  the  interested 
public  a  useful  way  of  approaching  the  appraisal  of  such  a  decision. 

If,  as  a  point  of  departure,  we  assume  no  change  in  the  relative  shares  of 
labor  and  nonlabor  incomes  in  a  particular  industry,  then  a  general  guide 


may  be  advanced  for  noninflationary  wage  behavior,  and  another  for  non¬ 
inflationary  price  behavior.  Both  guides,  as  will  be  seen,  are  only  first 
approximations. 

The  general  guide  for  noninflationary  wage  behavior  is  that  the  rate  of 
increase  in  wage  rates  (including  fringe  benefits)  in  each  industry  be  equal 
to  the  trend  rate  of  over-all  productivity  increase.  General  acceptance  of 
this  guide  would  maintain  stability  of  labor  cost  per  unit  of  output  for  the 
economy  as  a  whole — though  not  of  course  for  individual  industries. 

The  general  guide  for  noninflationary  price  behavior  calls  for  price  reduc¬ 
tion  if  the  industr>’’s  rate  of  productivity  increase  exceeds  the  over-all  rate — 
for  this  would  mean  declining  unit  labor  costs;  it  calls  for  an  appropriate 
increase  in  price  if  the  opposite  relationship  prevails;  and  it  calls  for  stable 
prices  if  the  two  rates  of  productivity  increase  are  equal. 

These  are  advanced  as  general  guideposts.  To  reconcile  them  with  ob¬ 
jectives  of  equity  and  efficiency,  specific  modifications  must  be  made  to 
adapt  them  to  the  circumstances  of  particular  industries.  If  all  of  these 
modifications  arc  made,  each  in  the  specific  circumstances  to  which  it 
applies,  they  are  consistent  with  stability  of  the  general  price  level.  Public 
judgments  about  the  effects  on  the  price  level  of  particular  wage  or  price 
decisions  should  take  into  account  the  modifications  as  well  as  the  general 
guides.  The  most  important  modifications  arc  the  following: 

( 1 )  Wage  rate  increases  would  exceed  the  general  guide  rate  in  an 
industry’  which  would  otherwise  be  unable  to  attract  sufficient  labor;  or  in 
which  wage  rates  are  exceptionally  low  compared  with  the  range  of  w'ages 
earned  elsewhere  by  similar  labor,  because  the  bargaining  position  of 
workers  has  been  weak  in  particular  local  labor  markets. 

(2)  Wage  rate  increases  would  fall  short  of  the  general  guide  rate  in  an 
industry’  which  could  not  provide  jobs  for  its  entire  labor  force  even  in 
times  of  generally  full  employment;  or  in  which  wage  rates  are  exceptionally 
high  compared  w’ith  the  range  of  wages  earned  elsewhere  by  similar  labor, 
because  the  bargaining  position  of  workers  has  been  especially  strong. 

(3)  Prices  w’ould  rise  more  rapidly,  or  fall  more  slowly,  than  indicated 
by  the  general  guide  rate  in  an  industry’  in  which  the  level  of  profits  was 
insufficient  to  attract  the  capital  required  to  finance  a  needed  expansion  in 
capacity;  or  in  which  costs  other  than  labor  costs  had  risen. 

(4)  Prices  would  rise  more  slowly,  or  fall  more  rapidly,  than  indicated  by 
the  general  guide  in  an  industry’  in  which  the  relation  of  productive  capacity 
to  full  employ’ment  demand  shows  the  desirability  of  an  outflow  of  capital 
from  the  industry;  or  in  which  costs  other  than  labor  costs  have  fallen; 
or  in  which  excessive  market  power  has  resulted  in  rates  of  profit  substan¬ 
tially  higher  than  those  earned  elsewhere  on  investments  of  comparable  risk. 


It  is  a  measure  of  the  difficulty  of  the  problem  that  even  these  complex 
j^uideposts  leave  out  of  account  several  important  considerations.  Althouirh 
output  per  man-hour  rises  mainly  in  response  to  improvements  in  the 
quantity  and  quality  of  capital  snoods  with  which  employees  are  equipped, 
employees  are  often  able  to  improve  their  performance  by  means  within 
their  own  control.  It  i<  obviously  in  the  public  interest  that  incentives  be 
preserved  which  would  reward  employees  for  such  efforts. 

Also,  in  connection  with  the  use  of  measures  of  over-all  productivity 
gain  as  benchmarks  for  wage  increases,  it  must  be  borne  in  mind  that 
average  hourly  labor  costs  often  change  through  the  process  of  up-  or  down¬ 
grading,  shifts  between  wage  and  salaried  employment,  and  other  forces. 
Such  changes  may  either  add  to  or  subtract  from  the  increment  which  is 
available  for  wage  increases  under  the  over-all  productivity  guide. 

Finally,  it  must  be  reiterated  that  collective  bargaining  within  an  industry 
over  the  division  of  the  proceeds  between  labor  and  nonlabor  income  is 
not  necessarily  disruptive  of  over-all  price  stability.  The  relative  shares  can 
change  within  the  bounds  of  noninflationary  price  behavior.  But  when  a 
disagreement  between  management  and  labor  Ls  resolved  by  passing  the 
bill  to  the  rest  of  the  economy,  the  bill  is  paid  in  depreciated  currency  to 
the  ultimate  advantage  of  no  one. 

It  is  no  accident  that  productivity  is  the  central  guidepost  for  wage  settle¬ 
ments.  Ultimately,  it  is  rising  output  per  man  hour  which  must  yield  the 
ingredients  of  a  rising  standard  of  living.  Growth  in  productivity  makes  it 
possible  for  real  wages  and  real  profits  to  rise  side  by  side. 

Rising  productivity  is  the  foundation  of  the  country’s  leadership  of  the 
free  world,  enabling  it  to  earn  in  world  competition  the  means  to  discharge 
its  commitments  overseas.  Rapid  advance  of  productivity  is  the  key  to 
stability  of  the  price  level  as  money  incomes  rise,  to  fundamental  improve¬ 
ment  in  the  balance  of  international  payments,  and  to  growth  in  the  Nation’s 
capacity  to  meet  the  challenges  of  the  1960’s  at  home  and  abroad.  That 
is  why  policy  to  accelerate  economic  growth  stresses  investments  in  science 
and  technology,  plant  and  equipment,  education  and  training — the  basic 
sources  of  future  gains  in  productivity. 


